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Docket No. 100436 


PEERLESS STAGES, INC., 
Petitioner, 
Vs. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


DOCKET ENTRIES 
1939 


Oct. 25—Petition received and filed. T'axpayer no- 
tified. Fee paid. 

Oct. 25—Copy of petition served on General 
Counsel. 

Dec. 12—Answer filed by General Counsel. 

Dec. 12—Request for hearing in San Francisco filed 
by General Counsel. 

Dec. 15—Notice issued placing proceeding on San 
Francisco Calendar. Answer and request 
served. 


to 
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1940 


May 6—Notice of the withdrawal of Robert HI. 
Perry filed. Consented to by taxpayer. 

May 6—Notice of the appearance of Clyde C. 
Sherwood, John V. Lewis and Albert H. 
Davidson, as counsel filed. 

Hearing set October 7, 1940, San Fran- 
Cisco. 

Oct. 10—Hearing had before Mr. Sternhagen on 
merits. Submitted. Briefs due in forty 
days. No reply. 

Oct. 29—Transeript of hearing October 10, 1940, 
filed. 

Nov. 13—Brief filed by General Counsel. 

Nov. 18—Brief filed by taxpayer. November 18, 
1940, copy served on General Counsel. 

Dee. 19—Findings of fact and opinion rendered. 
Sternhagen. Division 10. Decision will be 


Aug. 138 


entered for the respondent. 
Dee. 20—Decision entered. J. M. Sternhagen. Divi- 
sion 10. 


1941 


Mar. 11—Petition for review by U.S. Circuit Court 
of Appeals, 9th Cireuit, with assignments 
of error filed by taxpayer. 

July 16—Proof of service filed by taxpayer. 

July 16—Certified copy of an order from the Ninth 
Circuit extending time to August 12, 1941, 
filed. 
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1941 
July 17—Designation of the portions of the record, 
proceedings, and evidence to be contained 
in the record on appeal filed by taxpayer. 
July 26—Stipulation re transmission of Exhibits 1 
to 7 filed. [1*] 


United States Board of Tax Appeals 
Docket No. 100436 


PEERLESS STAGES, INC., 
Petitioner, 
VS. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


PETITION 


The above named petitioner hereby petitions for 
a redetermination of the deficiency set forth by the 
Commissioner of Internal Revenue in his notice of 
deficiency signed by the Internal Revenue Agent in 
Charge, San Francisco, dated July 31, 1939 (svm- 
bols IRA :90-D/CWB), and as a basis of this pro- 
ceeding alleges as follows: 

1. The petitioner is a corporation organized un- 
der the laws of the State of California, with prin- 
cipal office at 401 Pacific Building, Oakland, Cali- 
fornia. 

2. The notice of deficiency, (a copy of which is 


*“Page numbering appearing at top of page of original certified 
Transcript of Record. 
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attached and marked Exhibit ‘‘A’’) was mailed to 
the petitioner on July 31, 1939. 

3d. The taxes in controversy are income taxes 
and excess profits taxes for the calendar year 1936. 
The deficiency asserted is $34,899.24, the whole 
amount of whieh is in controversy. 

4. The determination of tax set forth in the said 
notiee of deficiency mm based upon the following 
errors: 

(a) In determining the taxable net imeome 
of the petitioner for the calendar year 1936 
the Commissioner erroneously increased the in- 
come $119,705.58. 

(b) The Commissioner erred in failing to 
allow the petitioner a cost basis of $119,705.57 
for the developed operative rights which rights 
the petitioner agreed to abandon under its 
agreement with Railway Equipment & Realty 
Company, Ltd. [2] 

(c) In the sale of petitioner’s busses and 
abandonment of operative rights and motor 
eoach lines for which the petitioner received 
$216,540.32 the Commissioner erroneously dis- 
allowed the capitalization of the cost of de- 
velopment of operative rights. 

(d) The Commissioner erred in determin- 
ing that under the Revenue Act of 1936, the 
petitioner had no authority to capitalize the 
cost of development of operative rights, and, 
also erred in determining that the profit from 
sale of busses and franchise amounted to $212,- 
040.32. 
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do. ‘The facts upon which the petitioner rehes as 
the basis for this proceeding are as follows: 

((a) The petitioner entered into an agree- 
ment with Railway Equipment & Realty Com- 
pany, Ltd., heremafter designated as Equip- 
ment Company under date of January 14, 1936 
under which petitioner was agreeable to aban- 
doning certain of its motor coach lines and cer- 
tain of its operative rights upon the perform- 
ance of all the terms and conditions set forth 
in such agreement. Copy of said agreement is 
attached hereto and market Exhibit ‘‘B”’. 

Under the aforesaid agreement the petitioner 
reported as taxable income in its corporation 
income and excess profits tax return for the 
calendar year 1936 a capital gain of $92,334.74 
which amount represented the profit made on 
abandonment of operative rights. In its ac- 
counting records for the calendar year 19385 
the petitioner capitalized the sum of $119,- 
705.58 representing the cost of development of 
operative rights. 

The capitalized cost of $119,705.58 set up by 
the petitioner was credited as at December 31, 
1935 by journal entry with $30,000.00 the off- 
setting charge being made to an account receiv- 
able. The total amount received by the peti- 
tioner under the agreement $216,540.32 was 
therefore applied as [3] follows when received: 
$ 30,000.00 credited to account receivable 
$186,540.32 credited to income 
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Of the latter amount $4,500.00 was allocated to 
income from the sale of busses. The amount of 
capitalized cost, $89,705.58 offset against income in 
the petitioner’s tax return for the year 1936 was 
applicable to years and amounts as follows: 


SOC ee a ae 0 ee $15,613.54 
CMIBTAT TRIG COS oc... ccsccsscscccssserssecencstssrissee 11,230.94 
COGS WS VBS” COST eossccsscssssccccesesssccesersee 016.47 
Gapbernaity Wat POSE CO Sb ccc ccsssccsscamencccenseesesencsee 39,459.22 
Och ks ge aU i a CC) | 22,885.41 

MMO COU acco eeeccseneceee iy ooo $89,705.58 


‘The amounts restored to surplus in the calendar 
year 1935 after having been charged off as losses in 
the accounting records in prior years were as fol- 


lows: 

Giavendae Weds. 198i cee $15,613.54 
TOM ce 11,230.94 
i 516.47 
it 39,459.22 

AT OME, cathueccaseeseneeesn sccm sol $66,820.17 


As at May 18, 1936 the petitioner remitted the 
following amounts to the Collector of Internal 
Revenue, San Francisco, California for purposes as 
follows: 


Comin’r of Internal Revenue 


=~] 


Additional Income Tax—Year 1931............$ 101.44 
Interest. on above...................... _— 25.46 
Additional Income Tax—Year 1982.............$2,415.94 
Mnterest’ on @bove............................ 316.08 
|| aa a re, $2,732.02 
Additional Income Tax—Year 1934............... $3,269.22 
InitePest om mbDOVe inn. 23657 
ae eee eee $3,500.79 


[4] 


Amended income tax returns for the calendar 
years 1931 and 1932, and, amended income and 
excess profits return for the calendar year 1934 
were filed with the Collector of Internal Revenue, 
San Francisco, California on May 18, 1936. 

(b) A revenue agent of the Commissioner of 
Internal Revenue made a field examination of the 
petitioner’s books and accounts for the calendar 
year 1935. Subsequently under date of January 
20, 1937 the petitioner was advised by letter signed 
by C. W. Herrick, Internal Revenue Agent in 
Charge, San Francisco, that it was being recom- 
mended that the income tax return for 1935 be ac- 
cepted as correct. At the date of such examination 
by the revenue agent the accounts of the taxpayer 
reflected the capitalization of the aforesaid amount 
of $119,705.58 and the transfer of $30,000.00 to an 
accrued receivable account as at December 31, 1935. 
The Commissioner did not take exception to the 
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capitalization of such costs or setting up the accrued 
receivable pursuant to or as a result of sueh exami- 
nation to the best knowledge and belief of officers 
of the petitioner. 

(c) The operative rights of the taxpayer for 
the operation of motor coach lines were aequired 
upon application to the Railroad Commission which 
is the regulatory body in the State of California. 

(d) In the appheation for the aequisition of 
such operative rights by the petitioner a showing 
was required that public convenience and necessity 
demanded the proposed operations and further that 
such operations could be developed to a profitable 
basis. During the time of aequirine such rights 
only nominal costs were incurred. It was known 
by the officers of the petitioner at the time of acqui- 
sition of these rights that it would be necessary to 
make a considerable expenditure in order to de- 
velop the patronage of the motor coach lines oper- 
ated thereunder. [5] 

It therefore undertook a development program 
and used its capital to invest for a future benefit 
which actually materialized. The petitioner’s offi- 
eers realized that inasmuch as the petitioner per- 
formed no service locally within the City of Oak- 
land, it was dependent, if it wished to develop its 
operative right, upon the adjacent San Leandro and 
Hayward territory. Upon a survey of the territory 
it was found that there was available in this area 
an abundance of homesites, ideal from point of 
view of climatic conditions and prices, and it was 
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also found that unless, frequent, economical trans- 
portation services that would provide service for 
eommuters, shoppers, and those attending schools 
and business, were first provided, the settlement of 
the communities would be retarded. 

The Company accordingly undertook, in 1931, its 
program of development along a so-called ‘‘E. 14th 
St. route.’’ Loeal busses, effecting approximately 
a twenty minute headway between Oakland and 
Hayward were put into operation. It is essential 
to note that in the opinion of the officers of the 
petitioner that those then residing in the area were 
insufficient by far to warrant the operation of such 
a service. ‘T'he service was put on to develop the 
territory, which in turn would develop an operative 
right of considerable value. It should be clear that 
the development program throughout was carried 
on for the benefit of future years. Exhibit ‘‘C’’ in- 
dicates how, under this plan, patronage was gradu- 
ally attracted to the lines of the carrier during 1931, 
1932 and 1933. At this point (the close of 1933) 
the receipts of the operation had been brought to a 
point that about equalled the annual expenses of 
the operation, and the development phase of that 
operative right was about completed. 

However, the Company deemed it advisable in 
1934 to embark upon a further program of develop- 
ment by applying to the State Railroad Commission 
for an operative right to serve the San Lorenzo and 
Castro Valley areas. These areas [6] are adjacent 
to the 1931 development program. The deterrent 
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to settlement in this area was likewise the lack of 
suitable transportation facilities. This same type of 
development program was instituted in this area. 
A twenty minute frequency over the San Lorenzo 
and Castro Valley routes was instituted, which in 
turn was co-ordinated with the existing service 
along I. 14th St., effecting a ten minute service 
between Hayward, San Leandro and Oakland. Ex- 
hibit ‘‘C’’ indicates how the installation of new 
service began bringing about new development in 
the area and new passengers to the operation. 

The cost of this extra frequency of service over 
and above immediate needs was not incurred for 1m- 
mediate benefit, but was a definite cost incurred for 
the benefit of future years. 

(e) The Railroad Commission granted the tax- 
payer the operative rights as hereinbefore described 
to the exclusion of other carriers and at the incep- 
tion of the service it was considered by officers of 
the petitioner that a portion of the company’s capi- 
tal would necessarily be invested in developing the 
operative rights acquired. 

(f) It was considered by officers of the peti- 
tioner that annual deficits of operation of bus lines 
as capitalized represented substantially the cost of 
development of the operative rights. 

(¢) It was also considered by officers of the 
petitioner that had the cost of development of oper- 
ative rights been established by a segregation of 
expenses and costs that any incidental profit arising 
from operation under these operative rights would 
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be deductible from the development cost. This 
course of action it was also considered would, in 
effect, result in cost of development of operative 
rights equal to or substantially equal to the eapi- 
talized cost which the petitioner set up as at De- 
eember 31, 1935. [7] 

(h) The operative rights which the petitioner 
agreed to abandon in its agreement of January 14, 
1936 with the Equipment Company were capital 
assets. These rights in the consideration of the peti- 
tioner’s officers became valuable during the process 
of development of the operative rights. 

6. Wherefore, the petitioner prays that this 
Board may hear the proceeding and determine that 
no deficiency be due from the petitioner for the eal- 
endar year 1936. 

ROBERT H. PERRY 
Counsel for Petitioner 
Robert H. Perry 
1706 Broadway 
Oakland, California [8] 


State of California, 
County of Alameda—ss. 


G. J. Weiser, being duly sworn deposes and says 
that he is the secretary of the petitioner above 
named and that he is duly authorized to verify the 
foregoing petition; that he has read the foregoing 
petition and is familiar with the statements con- 
tained therein, and that the statements contained 
therein are true, except as to those stated upon 
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information and belief, and those facts he believes 
to be true. 
G. J. WEISER 

Subseribed and sworn to before me this 23rd day 
of October, 1939. 

[Seal] JESSIE MACPHERSON 

Notary Public in and for the County of Alameda, 

State of California. 


My commission expires April 15, 1948. [9] 


CE "Ay 


Treasury Department 
Internal Revenue Service 
433 Federal Office Building 
San Francisco, California 


July 31, 1939 
Office of 
Internal Revenue Agent in Charge 
San Francisco Division 
IRA :90-D 
CWB 
Peerless Stages, Incorporated, 
401 Paeific Building, 
Oakland, California. 


Sirs: 
You are advised that the determination of your 


income tax lability for the taxable year December 
31, 1936 discloses a deficiency of $25,289.85 and that 
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the determination of your excess-profits tax lia- 
bility for the year mentioned discloses a deficieney 
of $9,609.39 as shown in the statement attached. 

In accordance with the provisions of existing 
internal revenue laws, notice is hereby given of the 
deficiencies mentioned. 

Within 90 days (not counting Runday or a legal 
holiday in the District of Columbia as the 80th day) 
from the date of the mailing of this letter, you may 
file a petition with the United States Board of Tax 
Appeals for a redetermination of the deficiencies. 

Should you not desire to file a petition, you are 
requested to execute the enclosed form and forward 
it to the Internal Revenue Agent in Charge, San 
Francisco for the attention of Conference Section. 
The signing and filing of this form will expedite 
the closing of your return by permitting an early 
assessment of the deficiencies, and will prevent the 
accumulation of interest, since the interest period 
terminates 30 days after filing the form, or on the 
date assessment is made, whichever is earlier. 

Respectfully, 
GUY T. HELVERING, 
Commissioner, 
By (Signed) F. M. HARLESS 
Internal Revenue Agent in 
Charge [10] 
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Statement 
San Franeiseo 
TRA :90-D 
CWB 
Peerless Stages, Incorporated 
401 Pacific Building 
Oakland, California 
Tax Liabihty for the Taxable Year Ended 

December 31, 1936. 


Liability Assessed Deficiency 
LBC) clam (5: 5 nee $36,923.15 $11,633.30 $25,289.85 
Excesssprofits Tan ............... 9,609.39 None 9,609.39 


$46,532.54 $11,633.30 $34,899.24 


In making this determination of your income and 
excegs-profits tax lhability, careful consideration 
has been given to the report of examination dated 
May 205, 1938, to your protests dated August 18, 
1988 and December 2, 1938; to the statements made 
at the conferences held on November 1, 1938, Janu- 
ary 11, 1939 and May 24, 1939. 

If you do not aequiesce in all of the adjustments 
inaking up the deficiency indicated, but desire to 
stop the accumulation of interest on that part of the 
deficiency resulting from adjustments to which you 
agree, please fill out the enclosed form of waiver, 
inserting therein the amount of the deficiency you 
desire to have assessed at once. The execution of the 
form for the agreed portion of the deficiency will 
not deprive you of your right to petition the United 
States Board of Tax Appeals for a redetermination 
of the deficiency. 
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ADJUSTMENTS TO NET INCOME 


Net income as disclosed by line 27, page No. 2 


Ct) ne Fk Sy 
Unallowable deductions and additional 
income 
(@) “Gein on sales ineréased......... 0s $119,705.58 
(b) Adjustment eapital stock tax.......... 84.00 119,789.58 
(ES OG STS 0 $205,078.25 
[11] 
EXPLANATION OF ADJUSTMENTS 
MrT “ON SAL] AS AC USEC eee csecessssvssessssssneessemene $212,040.32 
CMON SAE AS TOPOTCC i eccccccsesssssssscsessscssaneie 92,334.74 
RU OT SANS TACO MGS eee sen sen ecssesesnesssseenssenenesvenene $119,705.58 


It is held that the profit realized from the sale 
of the busses and franchise to East Bay Railways, 
Ltd., is $212,040.32 under the provisions of section 
1ll(a) of the Revenue Act of 1936 and that there 
is no authority under the provisions of section 
113(b) of the Revenue Act of 1986 to capitalize 
as the cost of the franchise the operating losses of 
the years 1931 to 1935, inclusive. 

(b) It is held that the correct amount to be de- 
ducted for capital stock tax is the amount of 
$916.00 and that the deductions claimed in excess 
of that amount, viz., $84.00, are not deductible un- 
der the provisions of section 23(c) of the Revenue 
Act of 1936. 
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COMPUTATION OF TAX 
Exeess-profits Tax: 


CRIA UO PTTL TMC ican cscs ces ccssscncsecasecereresattlanensesee PUD, TO.29 
Less: 

10% of $1,000,000.00 value of eapital stock as 

declared in your capital stock tax return for 


ier yiGag etided aume SO, MIRC ccc metic sce 100,000.00 
Net income subject to excess-profits Tax... $105,078.25 
ov ot declared value of capital sto@ ene 00,000.00 
E22 i EG Sn SI ae EEE MN $ 55,078.25 
Exeess-profits tax: 

ER Oli Feed ORO Oca scacsceesctedeccntardasarecesceeconrs Oe cal $ 3,000.00 

OE SD Uc 75 enc aM. 2 ee 6,609.39 
Motil: CRCOSS=P ROLLS HOM esses cccia.n rctseanic een nee $ 9,609.39 
Exeess-profits tax assessed: 

Original First California, account No. 402625........ none 
Deficiency of @XCeSS-profits FAK. cccccsssssssssssssssesseeeeen $ 9,609.39 


[12] 


Ineome Tax: 


Normal Tax: 


Maesoile MetMINGOINIG:........:.. a AR Rae ee $205,078.25 
Less: 

Peo PO hh ne ee arr 9,609.39 
Net income for normal tax computation... $195,468.86 
8% of €& 2,000.00 (Over OSrorpe 2000) ae 160.00 
11% of 13,000.00 (Over 2,000 to 15,000)... 1,430.00 
IB, of  2,00000 (Over 15,000 to 40,000)... 3,250.00 
MOA Of Medd AUG O CO WMOL SOU) acccccsscnscccncnsansesaelicenee: 23,320.33 


Towa) wortmiald (aC oo eared, BSe 


Surtax on Undistributed Profits: 
VaRey ple met WUC Cees sscccsssassemersssasssecceancgesssosecctoeeenelgh AO Ge 
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Computation of Tax (Cont.) 


Less : 

TOI ©. ee $ 9,609.39 

mm, TR cae scecsssssnsccsccesunssscsensnnnscasesunscsetesson 28,160.33 31, 100. t2 
OT ab 0 | $167,308.53 
Less: 

MARLON FMC CROCE aaecencsccsssssesnsnnrsseosorrnnenesccsnseussssessnveese 101,000.00 
MPRCMMEPUOUTE Mt TNCOTIIE cece ceeccsseesceseeecseeunntnel $ 66,308.53 
Less: 

LO Cie, re none 

MRPMMAINGET SUDJECE CO SUTEAK cece csssssssscssssssssssseeusneeees $ 66,308.53 
UN NO aaa cect snc cccsenstncssecnceneeinistecaesessciuntssssmene $ 1,171.16 
ME TO ec csznscssssennscosessscesecnsnsensnnnsscoseenmscsensesnensssemeen 2,007.70 
BT IO cc csccseccscccecssssssesssseccacennsssenscsuessenssqunssssensssseees 5,083.96 
0 Se $ 8,762.82 
UNM acs cccceccstsencccncscnsscsvssssecvsssvvssvonscarsacsanscssessssscorornssesseeeeece 28,160.33 
70s ineome tax (normal tax and surtax).................... $ 36,923.15 
Income tax assessed (normal tax and surtax): 

Original First California, account No. 402625......... 11,633.30 
MORE VOIUCY POL TTCOMIC FAK cc cccceccccccssssssssersnseesssssssesenssnnnes $ 25,289.85 


[13] 


EMAPBIT “B”’ 


Agreement 
This Agreement, Made this 14th day of January, 
1936, by and between Peerless Stages, Inc., a cor- 
poration, sometimes hereinafter referred to as 
‘*Peerless’’, and Railway Equipment & Realty Com- 
pany, Ltd., a corporation, sometimes hereinafter 
referred to as ‘‘ Equipment Company’’, 
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Witnesseth : 

Whereas, Peerless owns and operates a system of 
motor coaeh lines and is the holder of certain opera- 
tive rights, and particularly certain loeal motor 
eoach lines and operative rights in the County of 
Alameda, as hereinafter described, and is the owner 
of certain equipment used in the operation of said 
service; and 

Whereas, East Bay Street Railways, Ltd., a cor- 
poration, sometimes hereinafter referred to as 
“Street Railways’’, owns and operates a system of 
street railway and motor coach lines in the Coun- 
ties of Alameda and Contra Costa, including cer- 
tain motor coach and street railway lines between 
the Cities of Oakland, San Leandro and Hayward; 
and 

Whereas, Equipment Company owns the operat- 
ing equipment leased to and used by Street Rail- 
ways in said service, and is the owner of all the 
shares of the capital stock of Street Railways; and 

Whereas, Peerless is agreeable to abandoning 
certain of its motor catch lines and certain of its 
operative rights upon the performance of all the 
terms and conditions hereinafter set forth, and de- 
sires to sell certain equipment; and 

Whereas, Equipment Company desires to pur- 
chase said equipment; and 

Whereas, the parties hereto have been informed 
that Street Railways desires to operate a motor 
coach service over the routes to be abandoned by 
Peerless and will file an application with the Rail- 
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road Commission of the State of California for a 
certificate of public convenience and necessity TO 
operate the same; 

Now, therefore, it 1s hereby agreed by and be- 
tween the parties hereto as follows: 

1. Peerless agrees to abandon all local service 
(‘‘loeal service’’ is herein defined to mean the ear- 
rying of passengers between any two points, both 
original and destination being within the territory 
described in Exhibit B) and such motor coach 
routes as are engaged wholly in local service, wheth- 
er operated by virtue of certificates of publie con- 
venience and necessity or by reason of operative 
rights acquired prior to regulation by the Railroad 
Commission of the State of California or by per- 
mits or franchises from any political subdivision or 
otherwise, and to discontinue local service on 
through equipment, said local service and routes 
being more particularly described in Exhibit A at- 
tached hereto and made a part hereof. [14] 

Peerless further agrees not to file any tariffs for, 
engage in, conduct or operate directly or indirectly 
for itself or its successors or assignes, any local 
service whatsoever for the transportation of pas- 
sengers for hire within the territory designated on 
the map marked ‘‘ Exhibit B*’ attached hereto and 
made a part hereof. 

Nothing herein contained is intended to apply to 
the transportation of express matter or mail nor 
to charter, contract, freight or taxi service. 

2. Peerless agrees to sell, and Equipment Com- 
pany agrees to buy, fifteen (15) thirty-seven pas- 
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senger motor coaches no longer required in the pub- 
lic serviee by Peerless, said motor coaches being 
more particularly described in Exhibit C attached 
hereto and made a part hereof. 

o. Equipment Company agrees to pay to Peer- 
less the sum of One Hundred Eighty Thousand Dol- 
lars ($180,000.00), and to further pay to Peerless 
an additional sum of Thirty Thousand Dollars ($30,- 
000.00), which said last mentioned sum is to be paid 
to Peerless as reimbursement on Peerless’ local ser- 
vice operating deficit for the period from April 1, 
1955 to December 31, 1935; also to pay to Peerless 
an additional sum equal to the local service operat- 
ing deficit of Peerless from January 1, 1936 to the 
date of actual abandonment of local service by 
Peerless as authorized by orders of the Railroad 
Commission of the State of California, and grant- 
ing a certificate or certificates of public convenience 
and necessity to Street Railways to operate local 
service, as hereinafter provided. The operating defi- 
cit last referred to shall be based upon an agreed 
operating expense of twenty cents (20¢) per coach 
mile; mileage to be computed on route trip miles 
as set forth in Exhibit A. 

The payments to be made by Equipment Com- 
pany to Peerless shall be made in the following 
manner: 

(a) Upon the execution of this agreement, One 
Hundred Thousand Dollars ($100,000.00) shall be 
deposited in escrow with Wells Fargo Bank and 
Union Trust Co., San Francisco, Califorma, and 
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shall be paid to Peerless upon presentation to said 
bank of the following documents: 

1. Copy of order of the Railroad Commis- 
sion of the State of California authorizing the 
abandonment of local service by Peerless, as 
deseribed in Exhibit A attached hereto, certi- 
fied by the Railroad Commission as a true copy. 

2. Copy of the acceptance of Peerless of the 
abandonment order filed with the Railroad 
Commission, certified by the Railroad Commis- 
sion as a true copy. 

3. Copy of the Railroad Commission’s order 
granting to Street Railways a certificate of 
public convenience and necessity to operate the 
service described in Exhibit E attached hereto, 
certified by the Railroad Commission as a true 
eopy. [15] 

4, A bill of sale covering the fifteen (15) 
motor coaches described in Exhibit C attached 
hereto, together with duly enclosed certificates 
of registration therefor. 


(b) One Hundred Ten Thousand Dollars ($110,- 
000.00) and the total of the deficit from January 
1, 1936 to date of abandonment by Peerless and the 
commencement of operation by Street Railways, 
as herein provided, shall be paid to Peerless ninety 
(90) days after the payment of said One Hundred 
Thousand Dollars ($100,000.00). 

Equipment Company shall have the right to audit 
the books of Peerless to determine the operating 
deficit hereinbefore referred to. 


bo 
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+. Immediately upon the exeention of this agree- 
ment, and eoneurrently with Street Railways, as 
hereinafter provided, Peerless shall file, or cause 
to be filed, with the Railroad Commission of the 
State of Cahformia an applieation for authority to 
abandon all local service as deseribed in Exhibit A, 
suid appheation to be in the form set forth in [x- 
hibit D attached hereto and made a part hereof. 

Equipment Company agrees to cause Street Rail- 
ways to file with the Railroad Commission of the 
State of California, coneurrently with Peerless as 
hereinbefore provided, an application for a certifi- 
cate or certificates of public convenience and neces- 
sity to operate motor coach service over all the 
routes to be abandoned by Peerless, except those 
for which Street Railways now holds a certificate or 
certificates of public convenience and necessity, said 
application to be in the form of Exhibit E attached 
hereto and made a part hereof. 

It is assumed by both parties hereto, and both 
parties hereto agree to request that the Railroad 
Commission will so make its orders on the applica- 
tion of Peerless and the application of Street Rail- 
ways respectively, that it will be possible for Peer- 
less to comply with the requirements of the order of 
the Railroad Commission, such as notice to the pub- 
lic, ete., and abandon local service at the close of 
one day and Street Railways commence service at 
the start of the next succeeding day. Peerless agrees 
to comply with the order of the Railroad Commis- 
sion, When, as and if issued on Peerless’ said apphi- 
cation, as soon as possible under the requirements 
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of said order after said order is issued. Whenever 
in this agreement the words ‘‘the effective date of 
said Commission's orders’’, or similar words having 
the same meaning, appear, it is mutually agreed 
that the date referred to is the first date that Peer- 
less may lawfully abandon service under the re- 
quirements of any order or orders of said Railroad 
Commission given on Peerless’ said application. 

o. Immediately upon the effective date of said 
orders of the Railroad Commission, Peerless agrees 
to withdraw its application now pending before the 
Railroad Commission of the State of California 
seeking an operative right on San Leandro Street, 
being Application No. 20326. 

6. The fifteen (15) motor coaches to be sold by 
Peerless to Equipment Company shall be delivered 
to Equipment Company, or its nominee, and Equip- 
ment Company agrees to accept said motor coaches 
at either Oakland or Hayward, at the close of busi- 
ness on the date of said abandonment by Peerless. 
Said fifteen (15) motor coaches shall be delivered 
free and clear of all liens end encumbrances, and 
said purchase shall not be deemed an assumption 
by Equipment Company or Street Railways of any 
hability, indebtedness, obligation, claim, demand, 
action or cause of action of any nature whatsoever 
attached to, incidental to, or arising [16] out of, 
the ownership or operation of said equipment. bv 
Peerless; and Peerless hereby covenants and agrees 
to save harmless and indemnify Equipment Com- 
pany and Street Railways, or either, from all, or 
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any, of said Habilities, obligations, claims, demands, 
actions or causes of action whatsoever. 

7. In the event said motor coach service is aban- 
doned by Peerless, as hereinbefore provided, and 
Street Railways, operates a motor coach service over 
said, or any of said routes, as hereinbefore pro- 
vided, said operation by Street Railways shall not 
be deemed an assumption by Street Railways or 
Kquipment Company, or any of their affiliated com- 
panies, or their successors or assigns, of any lia- 
bility, indebtedness, obligations, claim, demand, ac- 
tion, or cause of action, of any nature whatsoever 
attached to, incidental to, or arising out of the sale 
or issue of any ticket, token, pass or other medium 
of fare, or the operation of any motor coach service 
by Peerless; and Peerless hereby covenants and 
agrees to save harmless and indemnify Kquipment 
Company and Street Railways from all or any of 
said liabilities, obligations, claims, demands, actions 
or causes of action whatsoever. 

8. In the event the Railroad Commission of the 
State of California should fail to make either of 
the orders hereinabove referred to, as prayed for, 
within sixty (60) days from the date heretof, this 
agreement shall become null and void. 

9. This agreement is expressly made for the 
benefit of Street Railways. 

10. This agreement shall be binding upon the 
parties hereto and upon thetr successors and as- 
signs. 

In witness whereof, said parties hereto have 
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caused this agreement to be executed in duplicate 
by its proper officers who are thereunto duly au- 


thorized. 
PEERLESS STAGKS, INC. 
by JOS. B. HELD (Signed) 
President 
Attest: 
G. J. WEISER (Signed) 
Secretary 
Peerless Stages, Inc. 
(Seal) 
RAILWAY EQUIPMENT & 
REAETY CO., LID. 
by A. LUNDBERG (Signed) 
Attest: 


ANGUS CLARK (Signed) 


Secretary [17] 


Railway Equipment & 
Realty Company, Ltd. 
(Seal) 


Peerisr® ““C”’ 


PASSENGER & EXPRESS REVENUES AND 


MILEAGE—BY YEARS 
Years 1931 to 1935 Inclusive 


Passenger and 


Year Express Revenues 


1) 0) _ a $ 48 356.91 
ne 58,230.04 
i — 63,355.05 

|) 2 ns 101,640.22 
5 108,550.72 


Annual 
Mileage 


282,127 
328,860 
342.513 
753,967 
839,046 


(1) Development undertaken through addition of local service 
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and busses along I. 14th St. route. 

(2) Additional development undertaken through addition of 
loeal service and busses alone San Lorenzo and Castro 
Valley routes. 


[Endorsed]: U.S.B.T.A. Filed Oct. 25, 1939. [18] 


[Title of Board and Cause. ] 


ANSWER 


Comes now the Commissioner of Internal Reve- 
nue, respondent above named, by his attorney, J. 
P. Wenchel, Chief Counsel, Bureau of Internal 
Revenue, and for answer to the petition filed by the 
above-named petitioner, admits and denies as fol- 
lows: 

1. Admits the allegations contained in paragraph 
1 of the petition. 

2. Admits the allegations contained in paragraph 
2 of the petition. 

3. Admits the allegations contained in paragraph 
3 of the petition. 

4. (a) to (d), imelusive. Denies that, the deter- 
mination of tax set forth in the said notice of de- 
ficiency is based upon errors as alleged in sub- 
paragraphs (a) to (d), inclusive, of paragraph 4 
of the petition. [19] 

5. (a) Admits that the petitioner entered into 
an agreement with the Railway Equipment and 
Realty Company, Ltd., under date of January 14, 
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1936, under which petitioner was agreeable to aban- 
doning certain of its motor coach lines and certain 
of its operative rights upon the performance of all 
the terms and conditions set forth in such agree- 
ment, and that petitioner reported as taxable in- 
eome by virtue of said agreement in its corporation 
income and excess profits tax return for the ecalen- 
dar year 1936 a capital gain of $92,334.74. Denies 
the remaining allegations contained in- subpara- 
graph (a) of paragraph 5 of the petition. 

(b) Admits that a revenue agent of the Com- 
missioner of Internal Revenue made a field exami- 
nation of the petitioner’s books and accounts for the 
ealendar year 1935. Denies the remaining allega- 
tions contained in subparagraph (b) of paragraph 5 
of the petition. 

(ce) Admits the allegations contained in _ sub- 
paragraph (c) of paragraph 5 of the petition. 

(d) to (h), inclusive. Denies the allegation con- 
tained in subparagraphs (d) to (h), inclusive, of 
paragraph 5 of the petition. 

6. Denies generally and specifically each and 
every allegation in the petition not hereinbefore ad- 
mitted, qualified or denied. [20] 

Wherefore, it is prayed that the Commissioner's 
determination be approved and that, the petitioner’s 
appeal be denied. 

[Signed ] J. P. WENCHEL 

TMM 
Jee. WENCHEL, 
Chief Counsel, Bureau of In- 
ternal Revenue. 
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Of Counsel: 
ALVA C. BAIRD, 
HARRY R. HORROW, 
Special Attorneys, 
Bureau of Internal Revenue. 
HRH/vg 12/6/39 
[endorsed]: U. 8. B. T. A. Filed. Dee. 12, 1939 
[21] 
United States Post Office and Court House, 


San Francisco, California, 
October 10, 1940. 10:55 a. m. 


Before: Hon. John M. Sternhagen. 
Met pursuant to notice. 


Appearances: 

Clyde C. Sherwood and John V. Lewis, 333 Mont- 
gomery Street, San Francisco, California, appear- 
ing for Peerless Stages, Inc., Petitioner. 

T. M. Mather, appearing for the Commissioner 
of Internal Revenue, Respondent. [23] 


Proceedings 


The Member: Docket No. 100436, Peerless 
Stages, Inc. Who appears for the petitioner? 

Mr. Sherwood: Ready for the petitioner. Clyde 
C. Sherwood and John V. Lewis appearing for 
the petitioner. 

The Member: You are Mr. Sherwood ? 

Mr. Sherwood: I am Mr. Sherwood, and this 
is Mr. Lewis (indicating). 
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The Member: And for the respondent ? 
Mr. Mather: ‘T. M. Mather. 
The Member: Proceed, sir. 


Statement of Case on Behalf of Petitioner. 

Mr. Sherwood: The issue in this case, your 
Honor, is one that has been before the Board on 
two or three occasions in matters involving news- 
paper circulations, and particularly in the Houston 
Gas Company case. In other words, the question 
is whether money expended for a development 
constitutes ordinary losses to be deducted in the 
taxable year in which they were expended, or 
whether they are to be capitalized as capital in- 
vestments. But in this particular case the peti- 
tioner prior to 1931 was operating a bus line, a 
commercial bus service between Oakland, Cali- 
fornia, San Jose, and Santa Cruz. 

The Member: Is that the year in question, 1931? 

Mr. Sherwood: No. The year in question, your 
Honor, is 1936, and the question is whether the 
losses sustained in 1931, 1932, 1933, 1934 and 1935 

[25] 
are to be considered deductible losses 1n those re- 
spective years, or whether they are to be considered 
as capital investments, because in 1936 the company 
sold out this particular development and realized 
thereon a considerable sum of money, in fact, about 
twice as much as we are attempting to capitalize 
as an investment. 

The Member: What am I to understand you 
mean by ‘‘development’’; this particular develop- 
ment,? 
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Mr. Sherwood: I was going to explain that, 
your Honor; prior to 1931 they operated a regular 
bus line which stopped at some principal cities 
between Oakland, San Jose and Santa Cruz. Com- 
meneing 1n 1931 the company commenced to operate 
a local bus service with a 20-minute headway in 
the metropolitan East Bay area, which means from 
Oakland, Fruitvale, San Leandro and Hayward. 
Prior to that time the buses had stopped at Hay- 
ward and San Leandro and Oakland, but there 
was no intermediate service between those points, 
which is about 15 miles which at, the time was built 
up pretty well along the highway that the buses 
traveled, but there were some intervening fields and 
places where new subdivisions were about to be 
opened. 

The company’s theory was that in 1931 the bus 
service could not pay its way, and that they could 
put on a service which could pay its way by operat- 
ing buses at infrequent intervals. The company de- 
cided to put on a service which [26] would be suffi- 
cient to attract new settlers in those communities, 
and to build up a valuable right. So they went to 
the Railroad Commission, which 1s the regulatory 
body in this state for all public utilities, received a 
permissive right to operate this local bus line. It was 
not technically a franchise. It did not, convey an 
exclusive right to that territory, but merely a per- 
missive right to engage in automotive transport 
along a designated set of streets and highways. 
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In 1931 on this new development the 

The Member: (Interposing): It was a neces- 
sary permit before they could operate, and to that 
extent was a franchise? 

Mr. Sherwood: I merely wanted to explain it 
was a franchise which was transferable or which 
was not exclusive. It was a permission to this com- 


pany. 
The Member: Without which they could not 
operate ? 
Mr. Sherwood: Without which they could not 
operate. 


The Member: And I suppose by the same token, 
competitors might. have had the opportunity and 
privilege to engage in the same operations? 

Mr. Sherwood: And in fact, they did so. At the 
end of this period in 1935 this was done. I will 
explain that in just a moment. 

In 1931 on this new development the company 
traveled 282,127 miles in addition to the routes 
which they had traversed before, and their revenues 
were $48,356.91. [27] 

In 1932 they traveled about 40-or 50,000 miles 
more, and their revenues were about $10,000 more. 

By 1933 they traveled 342,513 miles, and they 
practically broke even. I'he operation showed a 
loss of about $500.00 for that period. 

So that is what, we call the first development. I 
am trying to make this clear because we have two 
separate developments involved in this procedure 
over five years. 
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So then the company went back to the Railroad 
Commission and got another permit to extend the 
bus lines to take in some rural towns, small towns 
with considerable pasture land and truck gardening, 
and so on, in between, outside the metropolitan area 
entirely, and these lines went, to Alvarado and 
Castro Valley and way points. 

At the proper tune I will introduce a little map 
which shows the exact amounts of these develop- 
ments. 

The mileage then Jumped up in 1934 from 342,513 
in °33 to 753,697 miles in 734 and 839,046 miles in 
eo 

All these figures that I have given you are in 
addition to the regular run which they had oper- 
ated between San Jose and Santa Cruz, and which 
they continue to operate to this day, and which is 
not involved in this controversy at all. 

This new development, in 19385 got the revenues 
up to $108,550.72 and, we will show, showed a loss 
in the year 1935 on that mileage of $52,885.41. [28] 

In 1936 a competing line on a portion of this 
route bought out that portion of the Peerless Stages 
route which is covered by the two developments 
which I referred to as the ‘‘new developments,’’ and 
they still retain their old original primary business. 

The only controversy is over the disposition of 
that purchase price. The Commissioner has held 
that the losses sustained from 731 to 735 inclusive 
were ordinary business losses and deductible in the 
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years where sustained. The company contend that 
the money that was spent for the actual rendering 
of service on these routes was rendered deliberately, 
knowing that it would not pay in the particular 
years, but that it would develop a valuable route 
in the future, and we will show that actually when 
they sold out, the sales price was almost $100,000 
more than the amount that we are attempting to 
eapitalize as the cost of this development. In other 
words, they spent $119,705.58, which we have set 
up as the cost of developing this route which is ar- 
rived at by taking the losses for 1931, 1932, 1933, 
1934 and 1935 on those particular routes. 

The Member: There were no losses deducted in 
those years? The losses that vou incurred were 
not, deducted ? 

Mr. Sherwood: In some of them. The taxpayers 
in filing their returns for the first years, 1931, 732, 
733, and 734 did deduct those losses. In 19385 when 
the largest loss [29] occurred, they did not deduct 
the losses, but showed them as a capital investment 
on their 1935 income tax return, and by the way, the 
Internal Revenue agent then audited those returns 
and approved them for 1935. Whereupon the com- 
pany filed amended returns for 1931, 1932, 1933 and 
1934 and paid to the Collector of Internal Revenue 
the additional tax that was due for all those years, 
except in one in which I believe there was nothing 
due, computed upon the basis of taking those losses 
which had been deducted out of the category of 
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losses and capitalizing them as capital investments. 
In other words, they increased their net gains for 
those years by those respective amounts. So that we 
do not have a completely clear picture either way. 
They did take the gains in the first instance for 
the first four years; then filed amended returns 
and canceled them out. And in 19385 the original 
return set up the $52,000 as a capital investment. 

There is one point 

The Member: (Interposing): Now, that is all 
closed; is it? 

Mr. Sherwood: Yes. 

The Member: As to 1931, for example? 

Mr. Sherwood: What? 

The Member: 1931, ’2, ’3, and ’4, those years 
are closed; are they not? 

Mr. Sherwood: ‘The Government, has the money 
for those [30] particular years. In order to pro- 
tect the taxpayer from the possibility of the Com- 
missioner’s ruling being sustained here, claims for 
refund were filed with the proper authorities, and 
by an agreement being held in abeyanee by the 


Commisioner pending the outcome of this litiga- 
tion. So that in any event, the Government will get 
all the tax to which it would have been entitled 
either way the case is decided. 

The Member: But those years are not, closed? 
That is my question. None of those years is closed ? 

Mr. Sherwood: I meant that they were not in- 
volved in this case, but they are pending with the 
agent’s office and he has allowed the refund claims 
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conditional upon this case being a loss. Of course, 
if this case 1s won by the petitioner, the refund 
elaims will be denied. 

The Member: He has allowed them, but he has 
not paid the money ? 

Mr. Sherwood: ‘That’s it. There is one item 
which might confuse your Honor in listening to 
the testimony which I think I should clear up in 
my opening statement. 

There was a loss sustained of $52,885.41 in 1935. 
When the purchaser of this line made the agreement 
to purchase in 1936, the agreement to purchase 
was signed in January in 1936, and in accordance 
with that agreement, the purchaser set up a price 
of $189,000-odd, and then agreed to pay $30,000-odd 
to compensate this company for its losses for a por- 
tion of its [31] losses sustained in operation in 
1935. The bookkeeper of the company took this 
$30,000 and set it. up on the company’s books as a 
eredit against that capital investment of $52,000 
in 1935, but he.also set it up as income for 1935. 
The investigating agent ruled that that, was income 
for 1935, and I agree with him. I cannot see any 
way out of that, and I think that the agent’s ruling 
was proper. 

However, our petition alleges that the total capi- 
talization for the five years was $119,755. In other 
words, we are still contending on exactly the same 
figures, and the only difference is that we are just 
saying that that $30,000-credit which was put on 
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the books by the bookkeeper was in error and should 
not be considered. It will have no effect upon the 
tax liability whatsoever because they did pay the 
tax on it in 1935. 

So that the result will be, if the Court rules in 
this case, that the whole $52,000 was a capital in- 
vestment. They have already paid their 1935 tax on 
that particular item, and when they got, that $30,000 
back in 1986 it would not be taxable. So that it sim- 
ply simplifies the issue to the point where the only 
point before your Honor now is whether these five 
losses sustained in operation during those five years 
in developing these new routes are ordinary busi- 
ness losses or are investments which the petitioner 
was bound to eapitalize. [32] 

The Member: What did the petitioner sell in 
19369 

Mr. Sherwood: He got, permission from the 
Railroad Commission to assign that permissive 
right that he had to use those routes and his good- 
will and the routes themselves. There were a few 
buses sold, which are not part of this purchase 
price. The purchase price was 

The Member (Interposing): ‘There isn’t any 
physical property in question here at all? 

Mr. Sherwood: Not in this petition. The agree- 
ment segregated those, and the purchaser paid so 
much for some buses which the agent has passed 
and which is not involved here. Whatever problems 
of depreciation there may have been on the buses 
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was settled by the examining agent, and as far 
as I know, there is no controversy involving any 
taxable property in this case at all. 

The Member: Now, what do you understand is 
the controversy in fact, if any? What factual con- 
troversy 1s there? Is there any dispute, for example, 
as to how much in each year the petitioner sus- 
tained as a loss, whether the $119,000 is, in fact, 
the correct aggregate of the five years’ losses; how 
much it got; what the comparative figures of what it 
got and what it paid are? Are any of those in con- 
troversy ? 

Mr. Sherwood: I have here a transcript from 
the books showing profit and loss statements for 
every year involved, and a summary. [33] 

Now, I can show those to counsel, and if they are 
in accordance with the revenue agent’s report, I 
suppose we will have no further controversy about 
them. 

The Member: Well, I was just wondering 
whether the pleadings put all of those questions in 
issue, or whether they are admitted. 

Mr. Sherwood: I think it would be very helpful 
in developing our written argument, your Honor, 
in any event, whether the pleadings meet them or 
not, to have the tables in evidence. I don’t want to 
take a lot of your Honor’s time, but I would like 
to have them in the record. 

Some of the arguments based on the Houston 
Gas Company case are bound up in the figures, the 
way they are arrived at. I think there will be no 
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controversy as to the amounts involved here. 

I will give counsel a copy of them and offer them 
when the witness is on the stand, if that is agreeable 
with your Honor. 

The Member: Is that the end of your statement ? 

Mr. Sherwood: That is my statement, your 
Honor. 


STATEMENT OF CASE ON BEHALF OF 
THE RESPONDENT. 


Mr. Mather: If your Honor please, the peti- 
tioner in this ease in 1986, in January, 1936, entered 
into agreement to dispose of its properties, inelud- 
ing buses, franchise, and go out of business to a 
competing concern in the East [34] Bay for the 
eontract, bill of sale provided what would take 
place, what was to be disposed of, and what price 
was to be paid. 

I do not think there is any question with respect 
to the amount that was to be paid, what was dis- 
posed of. 

The date is very important in this proceeding 
for this reason: Prior to the sale of these properties 
and prior to the filing of any returns, the petitioner 
had since 1931 and since its existence taken deduc- 
tions of ordinary and necessary expenses as operat- 
ing losses in its return, and it did in 1931, 1982, 
1933 and 1934, but the sale being in January of 
1936 when the return for 1935 was filed, apparently 
development expense occurred to the petitioner for 
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~the first time. So amended returns were filed. ‘The 
return for °35 set up development expense which 
was nothing but ordinary and necessary business 
expense of operation of that type of business, and 
filed amended returns for 1931, ’2,’3 and ’4 claiming 
a part of its ordimary and necessary business ex- 
pense for operating this type of business as the 
development expense, and in filing its return for 
36 claimed deduction of those expenditures which, 
for the first time in *86—excluding ’35—and the 
return was filed in March of ’386, the sale having 
occurred in January of ’36—set up the development 
expense in the five returns for the first time. 
Now, it is our position, if your Honor please—— 
[35] 

The Member (Interposing): Well, there isn’t 
any dispute about the date; is there? 

Mr. Mather: The date of sale? 

The Member: You said the date is very import- 
ant. You simply mean that it is important. You do 
not mean there is an important controversy about 
that ? 

Mr. Mather: No. There is no dispute. It is a 
matter of record. There is a bill of sale—— 

The Member (Interposing): I misunderstood 
what you were intending to say. 

Mr. Sherwood: I believe there is a copy of the 
contract of sale attached to our petition. 

Mr. Mather: That is correct. Now, it is the 
position of the respondent that this petitioner ac- 
quired a franchise and was operating a transporta- 
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tion service prior to the imeorporation, if you 
please, of this petitioner. And then the petitioner 
was meorporated in 1932 and continued to operate 
under that franehise—well, under the franchise 
from that time on. 

Now, 1n 1931 it made additional stops in Oakland 
to pick up passengers, which it had a right to do 
under the original franchise. Nothing happened in 
1931. They decided that there was some customers 
that they could pick up and make some money. So 
they made additional stops in °31 as they were per- 
mitted to do under their franchise. [36] 

Now, in 1934 for the first time the corporation 
obtained a franchise to deviate from its direct route 
on East 14th Street and to alternate buses from 
Oakland through San Leandro via San Lorenzo to 
Hayward and from Oakland through some other 
places, and its expenses were the ordinary and 
necessary expenses of operating that service. 

The Member: Make your case. 

Mr. Sherwood: Mr. Weiser. 


GEORGE J. WEISER 


a witness on behalf of petitioner, was duly sworn 
and testified as follows: 


Direct Examination 
Q. (By Mr. Sherwood) What is your name, 
please ? 
A. George J. Weiser, W-e-i-s-e-r. 
Q. Where do you live? A. Oakland. 
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Q. Are you connected with the petitioner in 
this matter? A. J ath, 

Q. Will vou state your official capacity, please? 

A. Iam seeretary and auditor. 

Q. When did you first become auditor for the 
petitioner ? A. Dioring 1923. 

Q. When did you first become secretary ? 

A. During 1924. 

Q. Have you been continuously both auditor 
and secretary [38] since 1924? A. Dhave: 

Q. In general, what do your duties comprise? 

A. I supervise the accounting of the organiza- 
tion. I handle the duties as secretary of the corpo- 
ration, and in addition to that, I assist the president 
and general manager. 

Q. What type of work do you do in assisting 
the president and general manager in addition to 
accounting work? 

A. Occasional discussion of company policy with 
regard to operating problems. 

Q. Who prepares the files, tax returns, for the 
company ? A. Ido. 

Q. Have you, continuously during all the period 
from 1924? A. Ihave. 

Q. Approximately when did this company first 
engage in the transportation business ? 

A. This company was incorporated in 1923. 
Prior to 1923 the operations of this company were 
conducted by several individuals who were oper- 
ating as an association. I believe these individuals 


42 Peerless Stages Inc. vs. 


(Testimony of George J. Weiser.) 
engaged in business as early as 1915 or 716. 

Q. From the date of incorporation on ean you 
state what the route was that was traversed by the 
buses of this company ? 

A. The principal routes of this company con- 
sisted of inter-city operation between Oakland and 
San Jose, San Jose and [38] Santa Cruz, and be- 
tween Oakland and Palo Alto. 

Q. Did any change in the business of the com- 
pany oceur at the end of 1931 in regard to the 
service rendered ? 

A. Well, there were changes during 1931 that 
were mstituted. 

Q@. You have m your hand a little map. Will 
you state what it is. 

A. This map is entitled ‘‘Map of Bus Routes be- 
tween Oakland and Hayward—Years 1931 to 1935, 
Inclusive.”’ 

Mr. Sherwood: Is there any objection to offer- 
ing the map in evidence as an illustrative exhibit ? 

Mr. Mather: None whatever for that purpose. 

Mr. Sherwood: I have several copies of it, your 
Honor. Possibly it will be convenient for vou to 
have one in your hand (handing document to the 
Member). 

T will offer this original, then, as the first exhibit. 

The Member: That is received. 

The Clerk: Exhibit 1. 

(The said map so offered was received in evi- 
dence, and marked Petitioner’s Exhibit No. 1 
and made a part of this record.) 


Taycyjooey seedy 


y teduessuy 


2 °0S3 ‘GOT 
22°ORO TOT 
g0°9gs‘t9 
O°of2 ss 
16°9SS ‘eR ¢ 


go ‘6Ss 
L96 ‘SSL 
C19 ‘2s 
oge ‘82s 
Let’ 282 


ool tn 


SféT 
vE6T 
Se6T 
2s6T 
TS6T 


1vez 


ViVG MOISIAIC G&VeAVE - GNVILVO 


2 


fe 


SARS TS 


a-_ | 
/ ee S.YINOILILId 


Ovél 0 T 190 


youagia? @) GILUROY 


OOS 14200 


Slwiddv ¥Vi JU Gav 


0; 


“AIG 
as fn 


*[E6{ Buyoueumoo eynor *49 YQPT °G JuOTV UeTVZIEpUN {ueUdO]CASG 


“SAISMIONI SS6T OL Tk6T SUVAA 


GHVMAVH GNV GNVIXVO NEGA ad 


SHLNOU SN€ AO dvn 


“NI “SUOVLS SSaTuagd 


*HSET Zuyousumoo sveiT 
Ozus10, uBS puB AOTTVA 019889 YFno1Y4A USZ{VQIEepUN yuUeMdoToOASg_— 


CNS 931 


C.VINWY 


Comm’r of Internal Revenie 45 
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Q. (By Mr. Sherwood) Mr. Weiser, will you 
state what the route development in red on this map 
indicates ? 

A. The route development outlined im red, or, 
the route outlined in red indicates the development 
undertaken in the year 1931 between Oakland and 
Hayward. [39] 

Q. Had the company’s buses traversed that route 
before ? 

A. Yes, they had, as part of an inter-city service 
from Oakland to San Jose. 

Q. Now, will you state specifically what changes 
Mm service were made in 1931 along the route which 
is depicted in red on the map? 

A. Well, just prior to 1931 the company made 
a survey of the area, or the territory surrounding 
San Leandro and Hayward and realized that here 
Was an area that was ripe for development. It con- 
sisted of a great deal of open land or orchard land 
and tomato land. Climatic conditions in the area 
were ideal, and it occurred to the company that in- 
asmuch as lots and homesites could be purchased 
here for very small amounts, and in view of the fact 
that the area was so close to the city of Oakland, 
that this territory should really develop into quite 
a homesite area. And we found that the principal 
thing that kept development from occurring im this 
suburban area was the lack of adequate transpor- 
tation facilities. In order for the area to develop 
we felt that it was necessary to make available a 
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fast and frequent and eeonomieal service between 
Oakland and Hayward so that anyone who might 
want to settle in the territory would be able to get 
to their work conveniently, and so that members of 
their families could get into Oakland for shopping, 
schools, and other business matters. [40] 

We, of course, were very anxious to bring about 
this development in the shortest possible time, and 
we had the alternative of proceeding under two 
plans. The area at that time was very sparsely 
settled, and we could have put on a skeleton service 
in the area that we felt would have about broken 
even or sustained a shght loss. We felt that under 
this procedure the development of the area would 
not materialize nearly as rapidly as it would if we 
put into effect a service which was considerably in 
advance of the needs of the people who were then 
living in the area, feeling that that frequency of 
service would hasten the settlement of the commu- 
nity, attract additional people there in a much 
shorter period of time. 

And so in 1931 we put on a purely local service 
between Oakland and Hayward, that 1s, buses origi- 
nated in Hayward and terminated—or, originated 
in Oakland and terminated in Hayward. 

Q. May I interrupt to ask you: Were these sepa- 
rate buses from the ones vou were using on the 
through route? 

A. The inter-city buses continued operation 
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through San Jose by way of San Leandro and Hay- 
ward, and this service was distinctly an additional, 
new service for the area. ‘he previous service was 
merely a casual service on inter-city buses, whereas 
these were local cars operating between Oakland 
and Hayward only. [41] 

Q. Ah what frequency did they operate? 

A. We established a 20-minute frequency in that 
area in 1931. 

Q. At what points would these buses stop on 
this local run? 

A. They would stop at all corners for pickup 
and all corners for discharge of passengers. 

Q. I interrupted you. Is there anything further 
about the additional development here that you have 
not told us? 

A. Not so far as the year 1931 1s concerned. 

Q. In the lower right-hand corner of the map 
there are some statistics as to the miles traveled 
and the receipts for the particular years. 

Were those figures compiled by you? 

A. They were. 

Q. Did they come from the books of the com- 
pany ? A. They did. 

Q. And are they correct? 

A. I believe them to be. 

Q. Did the business develop along this route 
to the point where the development was paying its 
own way? 
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A. Yes. This statistical table on this map of bus 
routes shows that in 1931 there were 282,000 miles 
of service rendered by the local buses between Oak- 
land and Hayward and our receipts during the first 
year of development were $48,356.91. During the 
next year, 1932, there was some [42] increase in 
mileage, that figure going to 328,860, and our re- 
ceipts improved over the first year of development, 
the 1932 receipts amounting to $58,230.04. 

In 1933 these receipts improved further to $63,- 
309.05, and of course the mileage had increased like- 
wise to 342,013. 

I might state that mght on the heels of the insti- 
tution of this local service, development or settle- 
ment of the area proceeded quite rapidly. It seemed 
to be the lack of suitable transportation heretofore. 
That seemed to be the one thing which had held the 
community back. 

Q. Can you state what the actual operating loss 
was in the vear 1933? 

A. In the year 1933 the actual loss sustained on 
the Oakland-Hayward local line was $516.47, where- 
as during the first year of development, 1931, the 
loss was $15,613.54. 

Q. Now, referring to the route which is traced 
in green upon the map, will you state what that im- 
dicates? 

A. Well, that indicates the San Lorenzo and 
Castro Valley area that was serviced commencing 
with 1934. 
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I should like to explain that a little further, if | 
may. 

Q. Just a moment. I will ask you a general 
question on that. Will vou state the steps taken 
by the company to obtain permission for that exten- 
sion and what the company did pursuant to that 
permission ? [43 ] 

A. Well, during the latter part of 1933 we 
ehecked this area in detail further, and we found 
that the area immediately north and south of our 
East 14th Street route was likewise in the same 
position as the East 14th Street route, that is, we 
had an ideal setup there for settlement of the 
community. But the difficulty again was lack of 
suitable transportation. 

Q. I might interrupt you to ask you if there was 
a decided difference in the intensity of the popula- 
tion between this area and the first one developed. 

A. Durng what—comparing them in_ what 
periods ? 

Q. Let me withdraw that. I don’t think the 
question in intelligible. 

Was the population more sparse in this area, 
that covered by the development shown by the green 
line, than it had been in the area covered by the 
first development in 1931 ? 

A. JI think generally they were somewhat the 
same. I don’t exactly recall. Both areas were 
sparsely settled at the time the development com- 
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meneed, but during 1934 the development along 
the East 14th Street route, the settlement along the 
Kast 14th Street route was considerably more than 
it was in these outlying territories of San Lorenzo 
and Castro Valley in whieh service had not as vet 
been instituted. 

During the latter part of 1933 we filed appli- 
eation with the State Railroad Commission for 
authority to serve the San Lorenzo and Castro 
Valley areas. That authority was granted [44] to 
us, and in 1934 we instituted an additional local 
service between Oakland and Hayward by way of 
Castro Valley and San Lorenzo. This likewise oper- 
ated on an approximate 20-minute frequency, and 
this service was coordinated with the existing local 
service along the East 14th Street route, and over 
all it gave effect to about a 10-minute headway be- 
tween Oakland and Hayward. 

Q. If I understand vou then, it gave a 20-minute 
headway on the new territories covered, but the fact 
that the same buses went back through East 14th 
to Oakland reduced the headway on that street to 
about 10 minutes? 

A. On parts of East 14th Street in the area 
lving between the east city limits of Hayward and 
A Street in Hayward, which is shown on the map 
here, and between San Leandro and Oakland the 
coordination of this service provided a 10-minute 
frequency. However, to the people who were along 
the East 14th Street route lying between San Le- 
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andro and A Street in Hayward, they only had this 
20-minute frequeney available, and the other 20- 
minute frequency was available to the Castro Val- 
ley and San Leandro residents. 

Q@. Can you state the losses sustained in the 
operation of the development in 1934 and 1935? 

A. As to the losses in the operation in 1934, 
$39,459.22. And the 1935 loss was $52,885.41. 

Q@. Mr. Weiser, I asked you to prepare from 
your records a [45] statement of profit and loss for 
the petitioner for the years 1931 to 1935, inclu- 
sive. Have you that statement ? 

A. I have. 

Q. You have also a summary page showing the 
losses for all five years? 

A. All five years, so far as they apply to the 
Oakland-Hayward operation. 

Mr. Sherwood: Your Honor, I have here the 
profit and loss statement of the company for each 
of the years in question, together with the summary 
which—except insofar as these controversies, as 
these issues are in controversy that I outlned— 
agrees with the Revenue Agent’s report. And I 
would like to have them admitted as exhibit next in 
order. 

Mr. Mather: May I ask your witness a couple of 
questions ? 

Mr. Sherwood: Yes, certainly. 


a! 
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Voir Dire Examination 
Q. (By Mr. Mather) Do these documents to 
which Mr. Sherwood refers, rather, are they sub- 
stantially the same as shown on your income tax 
returns for those years ? A. They are. 
(. And you had these prepared from the books? 
A. ‘They were prepared from the books of our 
company. 
Mr. Mather: Subject to check, if your Honor 
please, I have no objection. [46] 
The Member: Very well. They may be received. 
Mr. Sherwood: I am offering the profit and loss 
statement for the year 1931. 
The Clerk: Exhibit 2. 
(The said statement so offered and received 
in evidence was marked Petitioner’s Exhibit 
No. 2 and made a part of this record.) 
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Conmin’r of Internal Revenue 


(Testimony of George J. Weiser ) 
Mr. Sherwood: The profit and loss statement for 
1932. 
The Clerk: Exhibit 3. 
(The said statement so offered and received 
in evidence was marked Petitioner’s [Exhibit 
No. 3 and made a part of this record. ) 
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Comin’rof Internal Revenue Fi 


(Testimony of George J. Weiser.) 
Mr. Sherwood: 1938. 
The Clerk: Exhibit 4. 
(The said statement so offered and received 
in evidence was marked Petitioner’s [Exhibit 
No. 4 and made a part of this record.) 
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(Testimony of George J. Weiser.) 
Mr. Sherwood. 1934. 
The Clerk: Exhibit 5. 
(The said statement so offered and received 
in evidence was marked Petitioner’s Exhibit 
No. 5 and made a part of this record.) 
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Comin’r of Internal Revenine 63 


(Testimony of George J. Weiser.) 
Mr. Sherwood: 1935. 
The Clerk: Exhibit 6. 
(The said statement so offered and received 
in evidence was marked Petitioner’s l¢xhibit 
No. 6 and made a part of this record.) [47] 
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Comin’r of Internal Revenue 67 


(Testimony of George J. Weiser.) 
Mr. Sherwood: And this summary page of the 
exhibits. 
The Clerk: Exhibit 7. 
(The said summary so offered and received 
in evidence was marked Petitioner’s Exhibit 
No. 7 and made a part of this record. ) 


PETITIONER’S EXHIBIT NO. 7 


SUMMARY OF OAKLAND-HAYWARD DIVISION 
DEVELOPMENT LOSSES 


Years 1931 to 1935 Inelusive 


Year Amount 
err penne ESTING... dln. $ 15,613.54 
ee 11,230.94 
Bae a Oa sancctussae 516.47 
ry Cee er... 39,459.22 
ae 52,885.41 
Total Development Losses.................... $119,705.58 


[Endorsed]: Petitioner’s Exhibit No. 7. Admitted 
in evidence Oct. 10, 1940. [106] 


Direct Examination (resumed ) 

Q. (By Mr. Sherwood) Mr. Weiser, these figures 
which you have set forth in Exhibit 7, which is the 
summary sheet—pardon me. I took vours away from 
you. This is Exhibit 7 (handing document to the 
witness). 

_ Do you not include any items of loss sustained by 
the operation of the inter-city service from Oakland 
to San Jose, Santa Cruz and Palo Alto? 


68 Peerless Stages Ine. vs. 


(Testimony of George J. Weiser.) 

Mr. Mather: Now, if your Tlonor please, I will 
have to object to that as leading. 

Mr. Sherwood: It is leading, your Honor, T will 
be glad to reframe it. 

The Member: Reframe the question. 

Q. (By Mr. Sherwood) I will just ask you, Mr. 
Weiser, what portion of the company’s operations 
was covered by the summary sheet which is Exhibit 
7, which purports to show losses. 

A. The Oakland-Hayward operation only. 

Q. And does it include anything other than that 
local operation? [48] A. It does not. 

Mr. Sherwood: It will be stipulated, Mr. Mather, 
that the copy of the agreement of sale between the 
petitioner and the Railway Equipment and Realty 
Company, Ltd., which is annexed to the petition on 
file, is a true and correct copy of that agreement and 
may be in evidence as such? 

Mr. Mather: Well, apparently, Mr. Sherwood, 
that was not admitted in the answer, and I have 
never seen the agreement. Do you have the agrec- 
ment here? 

Mr. Sherwood: It was my understanding that 
this exhibit is in here because it was included in 
the Revenue Agent’s report itself. 

Mr. Mather: Well—— 

Mr. Sherwood (Interposing): As an exhibit to 
the report. Pardon me. 

Q. (By Mr. Sherwood) Have you the original 
with you, Mr. Weiser? 

A. I don’t believe I have the original with me. 


Comm’r of Internal Revenue 69 


(Testimony of George J. Weiser.) 

Q. You are familiar with the exhibit here? 

A. That is correct. 

Q@. And it was prepared under your direction; 
was it not? A. The exhibit? 

Q. Yes, on your petition. 

A. You have reference to the contract between— 
—I did not prepare that. [49] 

Q. You have read it and are familiar with it? 

A. I have read it and was one of the parties that 
signed it. 

Mr. Mather; Just show him a copy. 

Q. (By Mr. Sherwood) I will show you a copy 
of what purports to be the contract which is annexed 
to the petition, and ask you to look at it and ask 
you if that is the agreement that was signed. 

The Member: Suppose you take the original and 
let him identify that? 

Mr. Sherwood: Yes, your Honor. 

Q. (By Mr. Sherwood) Look at this copy. That 
was annexed to the petition on file with the Board. 

A. (Examining documents. ) 

The Member: You say that that 1s a correct copy 
of the agreement ? 

The Witness: Yes. 

Mr. Sherwood: It is stipulated, then, that the 
copy attached to the petition may be admitted into 
evidence as a correct copy of the original ? 

Mr. Mather: That is agreeable, vour Honor. 

The Member: Very well. 

Mr. Sherwood: Excuse me a moment while I 
check my file (examining document). 
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(‘Testimony of George J. Weiser.) 

Q. (By Mr. Sherwood) Mr. Weiser, did you 
prepare the [50] income tax returns and amended 
returns for the petitioner during the years from 
1931 to 1935, inclusive ? A. I did. 

Q. And what action did you take in regard to 
the losses shown on Exhibit 7 for the years 1931 to 
1934, inclusive? 

A. ‘The losses sustained were deducted as ordin- 
ary losses for the years 1931 to 1934, inelusive, in 
the original returns. 

Q. What was done in 1935? 

A. In 1935 our tax return was filed whereby we 
capitalized the loss, development loss, on the Oak- 
land-Hayward local division. 

®. Was that return ever audited by a represen- 
tative of the Internal Agent in charge at San 
Francisco ? A. Yes, it was. ; 

@. Did you receive any communication from the 
Internal Revenue agent in charge relative to the 
report ? He ledad. 

Q. Was the return accepted as filed? 

Mr. Mather: That is objected to as calling for a 
conclusion of the witness. 

The Member: Sustained. 

Mr. Sherwood: I will come back to that, your 
Honor, in just a moment when I have the letter. 

Q. (By Mr. Sherwood) What. further proceed- 
ing was had [51] regarding the returns for 1931 to 
1934? 
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A. I prepared amended returns for the years 
1931 to 1934, inelusive, in which these development 
losses were capitalized. 

Q. Did you make any entries in your books show- 
ing the capitalization of vour losses in the aggregate 
sum of $119,835.41 ? 

A. $119,705.58 is the figure, and those items were 
entered on our records at the time that the amended 
returns were filed. 

Q. Can you state—— 

The Member (Interposing): Well, do I under- 
stand from that that the answer 1s ‘‘yes’’ to the ques- 
tion that was put? 

The Witness: Yes, with the exception of the 
amount—correction as to the amount. 

Mr. Sherwood: As to the amount, the witness 
corrected it. 

Q. (By Mr. Sherwood) Can you state the rea- 
son why the original returns took these amounts as 
losses, and the amended returms were filed, showing 
them as capital investments ? 

A. I filed the returns for the years 1931, ’32, 733, 
and *4 without any special thought or discussion of 
the matter with anyone; just indicated them as or- 
dinary expenses and deducted them as such. 

However, as the possibility of sale was being’ dis- 
cussed [52] in our organization in the very late part 
of 1935, some of our directors felt that there was 
going to be quite a tax problem involved and felt 
that I should secure advice in connection with it, 
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Whereupon I consulted a few aceountants and re- 
viewed the situation with them, and they advised me 
that it was their opinion that I had filed my 1931, 
1962» "3 and ‘4 2étuTasan cortectly; that had an- 
cluded extraordinary expenses as ordinary expenses. 
And they suggested that I file amended returns, and 
likewise for the year 1935 T filed my return on the 
basis whereby the item of loss on the Oakland-Hay- 
ward operation was capitalized. 

Q. Did the officials of the company at the time 
the new development was contemplated in 1931—— 

The Member (Interposing): Now, don’t make 
this leading. I sense a leading question before you 
ask it. You had better reframe it. 

Mr. Sherwood: I am going to try to avoid that, 
your Honor. 

The Member: ‘‘Did they do so and so’’ usually 
calls for a ‘‘yes’’ or a “‘no’’ answer, and it 1s an easy 
way to suggest to the witness what you want him to 
say. 

Mr. Sherwood: I was going to ask, your Honor, 


if they discussed 

The Member (Interposing): You wil] commit 
the same fault if you talk about it. The thing I want 
to do is get [53] this witness’ own fresh testimony 
and not this suggested testimony. 

Mr. Sherwood: I think, vour Flonor, I can ask 
the question without indicating the answer I want, 
but it necessarily will have to call for a “‘ves’’ or 
“no” answer, I believe, to start with. 
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Q. (By Mr. Sherwood) Mr.Weiser, was there 
any discussion or conversations held by the officials 
of the company about the time the company was in- 
vestigating the possibility of opening up this new 
route, regarding whether the route would be imme- 
diately profitable or not ? 

A. Yes, there was discussion. 

Q. Now, would you state the gist of the conclu- 
sions expressed by the officials ? 

Mr. Mather: ‘That is objected to, unless the ques- 
tion is made more specific, who talked to whom, and 
what the conversations were. 

This 1s a corporation, and I think that the con- 
versations that you are discussing, names and dates 
and places are important. 

The Member: I will sustain the objection. 

Mr. Sherwood: I will attempt to comply with 
counsel’s suggestion, your Honor. 

Q. (By Mr. Sherwood) May I ask: How many 
directors does the company have? 

A. The company has five directors. [54] 

Q. How many people own any substantial 
amount of stock in the company ? 

A. Four of those directors. 

Q. Four of the same five directors ? 

A. That is correct. 

Q. Will you state the names of these people? 

A. J.B. Held, 8. H. Dunbar, D-u-n-b-a-r, B. A. 
Perry, P-e-r-r-y, H. D. Gaeta, G-a-e-t-a—you just 
wanted the stockholders ? 
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Q. Do those four people you have mentioned own 
substantially all of the stock of this eompany ? 

A. They own all of the stock of the company. 

Q. They own all of it. And they are four of the 
five directors ? A. That.2s correct. 

Q. Who is the fifth director? a! Pe 

Q. And these four gentlemen are the men you 
referred to a while ago as being the original oper- 
ators before they incorporated the business in one 
business ? A. That is correct. 

Q. Did you five directors hold any meetings, 
either formal or informal wherein the matter of the 
proposed extension of bus service between Hayward 
and Oakland was discussed ? 

A. Yes, many of them. [55] 

Q. Will you state with as much particularity as 
you can where those meetings were held and the 
approximate times? 

A. No, it would be extremely difficult for me to 
do, Mr. Sherwood, because there were so many of 
these meetings of an informal type. Our organiza- 
tion is not large. It 1s a small organization. And we 
are all actively engaged in the business, and we see 
each other many times during the course of the day. 
And these things are apt to come up for discussion 
at most any time, and they did. 

Q. But can you definitely recall that there were 
meetings at about the time this development was 
undertaken, in which the matters of the development 
were discussed ? 
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A. Yes, I can reeall that there were meetings. 

Q. Well, now, going back to the question that I 
asked a while ago, was the matter of the possible 
realization of immediate profit from the new oper- 
ation discussed at these informal meetings ? 

A. It was. 

Q. Can vou state the gist of the discussions? 

A. We realized that we would have to perform 
this service at a loss for several years if we under- 
took the settlement program in the manner in which 
we did undertake it. 

Q@. Were any alternative manners discussed ? 

A. Yes. 

Q. Will you state what they were? [56-57 ] 

A. I believe I made mention of that earlier, and 
that is the installation of a skeleton service, one that 
would give service to those who were then residing 
in the territory. It would of necessity be a very 
skimpy service without a great deal of frequency. 

Q. Was that discussed as an alternative to some 
other plan? A. (Pause) 

Q. Mr. Weiser, when you mentioned those mat- 
ters a while ago, you said the company felt—what 
I am trying to do is get testimony as to whether the 
individual said so-and-so, not what they felt. I un- 
derstand the reason you are hesitating is that you 
think you have already covered this matter but I 
would like to have in the record as to what hap- 
pened, but not as to what some indefinite individual 
said. 
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A. It was the unanimous consensus of opinion of 
the directors that of the two plans of development 
before them, one the so-called ‘‘skeleton serviee,”’ 
the other the “extra frequeney service,’’ the opinion 
of the Board was that the extra frequeney serviee 
would produce development of the area in a mueh 
faster period of time with quicker and greater ulti- 
mate profit to the company after development had 
occurred than would the skeleton plan, and it was 
therefore decided to institute the extra-frequeney 
service method of development. 

Q. Can you state whether or not the matter of 
actual loss [58] was discussed ? 

A. Yes, it was discussed. 

@. What was said about that? 

Mr. Mather: That is objected to unless the time, 
place, and date is fixed. 

The Member: We will take a recess for five 
minutes. 

(Whereupon a brief recess was taken, after which 
proceedings were resumed, as follows:) 


Mr. Sherwood: You may cross examine. 


Cross Examination 
Q. (By Mr. Mather) Mr. Weiser, under what 
authority were operations carried on prior to 19312 
A. Under a certificate of pubhie convenience and 
necessity granted by the State Railroad Commission. 
Q. Was there any different authority granted in 
19314 A. There was not. 
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Q. And the service that you rendered between 
Oakland and Hayward in 1931 was carried on under 
the same franchise that had been granted prior to 
that date? 

A. Under the same certificate, ves. 

Q. Yes. When did vou get a new certificate or an 
additional certificate ? 

A. During the latter part of 1933. 

Q. Was it issued prior to 1934? 

A. I believe it was. [59] 

Q. Do vou know 

A. (Interposing) Or, I don’t have the exact 
date with me. But it was either the latter part of 
1933 or the very early part of 1934. 

Q. Now, what did that provide for? 

A. That provided authority for us to serve the 
San Lorenzo and Castro Valley areas which are 
shown on this map 1n green. 

Q@. Yes. And also a direct route on East 14th 


Street ? A. ‘That is correct. 
Q. Now, what do you mean by ‘‘skimpy ser- 
vice’’? 


A. That is a little bit difficult to answer, but 
maybe I can illustrate it in this way: Where there 
is a sparse settlement in the community, or in a 
community, there may exist a need at that time for 
those living in the community for a bus or two dur- 
ing working hours in the morning, and then pos- 
sibly returning those people at night to their homes 
from their work, with the possible addition of an 
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occasional schedule during the day for shopping 
purposes, and particularly by ‘‘skimpy,’’ T meant 
a service that would show little or no loss, or pos- 
sibly a small profit. 

Q. Well—— 

A. (Interposing) Of course it would be designed 
to only render a service for those who were then 
living in the community. 

Q. By ‘skimpy service,’’ then, do you mean a 
service [60] commensurate with the demand ocea- 
sioned at that time? 

A. Commensurate—a service commensurate with 
the existing needs of the then residents of the ter- 
ritory. 

Q. This service that you rendered in 731 between 
Oakland and Hayward, 20-minute service, was that 
over the same route that you operated prior to that 
time? A. That is correct. | 

Q. And you had been operating a through ser- 
vice on this same route for a number of years? 

A. An inter-city service over that route, yes. 

Q. In other words, you put on additional buses 
that went over the same place, a service every 20 
minutes ? 

Ai Ty 1989) °32),and 3 ; that isworrect. 

Q. How many additional buses did vou put on 
at that time? 

A. I ean’t answer that without referring to our 
plant account. | 

Q. What other services were being rendered hy 
competing companies at that time? 
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A. At that time and for a number of years prior 
thereto there was a street car line in operation be- 
tween Oakland and Hayward. 

Q. And that operated through all these years; 
did it not? A. Yes. 

Q. Now, what increase in population was there 
in this area in 1931? [61] 

A. I ean’t answer the question specifically, but 
I know from personal observation that there was an 
increase in population in the area which we served 
immediately following the institution of this new 
local service of Peerless. 

Q@. And that apparently would be the latter part 
of 1931; would it not? 

A. It followed shortly on the heels—that is, some 
development commenced immediately upon the in- 
stitution of the service. 

Q. There were subdivisions and building going 
on in that area prior to 731, was there not? 

A. There were some subdivisions in the territory 
where owners of property were attempting to sell 
their lots for home development, but were not suc- 
ceeding particularly well because of the lack of 
suitable transportation facilities. 

Q. What in your opinion was the increase in 
population from ’31 to 736? 

A. It would be difficult for me to hazard a guess. 
I merely know that in this area where heretofore 
you could see acre after acre of orchard land and 
tomato land, you now find block after block of 
homes. 
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Q. Refering to Petitioner’s Exhibit 2, and to 
Petitioner’s Exhibit 7, Mr. Weiser, T am not en- 
tirely clear as to what the $15,613.54 represents. 
Will you tell me? 

A. The $15,613.54 represents the losses sus- 
tained—or, [62] rather, represents the difference 
between the amounts expended in operating on the 
Oakland-Hayward local operation during 1931 and 


the receipts received from that operation during the 
year 1931. 

Q. Well, now, can vou pick those out on Exhibit 
2, which I understand to be the total operations ? 

A. Exhibit 2 covers both the total operations and 
to the right, the right-hand columns, represent the 
results of the Oakland-Hayward operation which 
are included in the figures shown for the total of all 
divisions. 

Q. Well, then, the item, ‘‘$15,613.54”’ appearing 
for the vear 1931 on Exhibit 7 is simply your ordin- 
arv cost of operations of your Hayward-Oakland 
transportation system, is that not? 

A. I wouldn’t say they were our ordinary costs. 
T would say they were the difference between the 
costs of performing that service and the actual 
receipts. 

Q. Well, does Exhibit 2 show vou the expenses 
in connection with that operation ? 

my «Eat 16 correct. 

Q. Pick out for me the extraordinary costs m 
Petitioner’s Exhibit 2. 


Comnm’r of Internal Revenue 81 


(Testimony of George J. Weiser.) 

A. I feel that all items of expenses shown there 
when totaled, and to the extent that they exceed 
the receipts of the operation, are extraordinary 
expenses. [63] 

Q. Well, just pick out the extraordinary ex- 
penses in Petitioner’s Exhibit 2; enumerate them 
for me. 

A. Well, there are extraordinary expenses in- 
cluded in drivers’ wages, gasoline, oil, service car 
expenses, station salaries, station expenses, shop 
expenses, miscellaneous transportation expense, and 
every item of expense that is shown hereon. 

Q. All right. Now, take drivers’ wages, the item 
set up there as $11,733.91. What did that represent ? 

A. That represented the amounts paid to drivers 
operating buses on the Oakland-Hayward local 
operation. 

Q. What did those drivers do? 

A. Performed all duties required of drivers, 
which is the operation of the bus, collecting fares 
from passengers, handling passengers’ baggage, and 
so forth. 

Q. All right. Now, wherein did their services 
differ from the services of your drivers operating 
on your through service ? 

A. In a general way, there was no difference so 
far as the actual service which they perform. How- 
ever, there was this extra frequency of service. 

Q. Thev had to stop more often? 

A. No. I mean by that that there were more 
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drivers working on the Oakland-Hayward buses 
than the immediate needs of the territory. [64] 

Q. Well, by that do you mean that you did not 
have enough customers who were paying fares to 
warrant the number of drivers that you had? 

A. You might put that interpretation on it. 

Q. Now, tell me with respect to the gasoline, the 
extraordinary expense in connection with that. 

A. Ina general way, the same thing holds true 
of gasoline as holds true of drivers’ wages. These 
amounts were expended for gassing the buses oper- 
ating on the Oakland-Hayward local operation. 

Q. Is that true for all the items for all the 
years ? m. Nat 1s COnpect. 

Q. Well, I am a little confused, Mr. Weiser, 
about Exhibit 3, the left-hand column of which 
appears to show the Oakland-Hayward operation. 

Now, on Petitioner’s Exhibit 7 the loss, I think, 
is $11,230.94 for ’32, and where does that appear on 
Exhibit 32 

A. It is the last figure in the right-hand column 
of Exhibit 3. 

Mr. Sherwood: Which page? 

The Witness: Of page 2. 

Q. (By Mr. Mather) Well, then, that represents 
net operating loss of some $13,000 on the Hayward 
division plus an adjustment for income taxes of 
$2,000 ? 

A. That is correct. There are certain items of 
self-insurance [65] which the Commissioner has not 
permitted us to deduct. 
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Q. Now, with respect to these discussions in 
connection with the operation of the Hayward-Oak- 
land service, when that was instituted was there any 
formal action taken by your board of directors? 

A. During 19—vou are referring to the institu- 
tion of service in 1931? 

Q. That is correct. 

A. I feel that there was some formal action 
taken by the board because it involved the acquiring 
of additional buses, and I know that that matter is 
spread on the minutes of the company, the acquisi- 
tion of additional equipment. And there may be 
some further explanation as to just why the need 
for this additional equipment arose, as spread on 
the minutes. 

Q. You testified, I believe, Mr. Weiser, that you 
prepared the returns of this petitioner for all of 
the vears ’31 to and including 736? 

mm ‘hat is correct. 

Q. And also the amended returns that were pre- 
pared ? A. That is correct. 

Q. And claims for refund were filed. Did you 
prepare those also, with respect to the amended 
returns? 

A. I either filed the claims for refund myself or 
eaused them to be prepared. 

Q. And claims for refund for all of the years 
in which [66] amended returns were filed have been 
filed; have they not? A. (Pause) 

Q@. From ’31 to ’35? 
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A. With the exception of the year 1932, that is 
correct. No claim for refund for 732, as my memory 
serves me, was filed. 

Mr. Mather: No further cross examination. 

The Member: Have you more from this witness? 

Mr. Sherwood: No more, your Honor. 

The Member: Stand aside. 

(Witness excused.) 


Mr. Sherwood: By the way, for the record I 
would like to correct my opening statement. Your 
Honor probably has already discovered that I was 
in error, and Mr. Mather was correct in saying that 
they did not get two certificates from the Railroad 
Commission. I said they got one in 7381 and one in 
34, and I was in error. I though they had, but the 
witness says they did not. 

The Member: We will suspend now until 2:00 
o’clock. 

(Thereupon at 12:30 o’clock p. m., a recess was 
taken until 2:00 o’clock p. m. of the same day.) 


[67] 
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2 0’Clock P. M. 

(brief interruption for other matters.) 

The Member: Are you still cross examine the 
witness ? 

Mr. Mather: No, if your Honor please. I have 
completed my cross examination. 

However, in connection with his testimony, we 
have agreed that it mav be stipulated that the 
amended returns covering the years 1931, 1932, 1933 
and 1934 in which development expense was capi- 
talized were filed with the Collector of Internal 
Revenue on May 21, 1936. 

Mr. Sherwood: We so stipulate, your Honor. 

The Member: Am I to understand that that is 
the only modification appearing in the amended re- 
turn from what had appeared in the original re- 
turns? That is to say, the elimination from the 
original returns of the deductions of the amounts 
of ordinary and necessary expenses which are now 
claimed to have been the amounts which have been 
capitalized as to these two routes? I want only 
your stipulation. I don’t want testimony. 

Mr. Sherwood: What your Honor says is cor- 
rect with one exception, namely, the year 1933. The 
examining agent had questioned some items of de- 
preciation, and the taxpayer adjusted those in ac- 
cordance with the Revenue Agent’s request, which 
resulted in a slightly larger tax for that vear than 
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they had paid in addition to the deduction for this 
loss being [68] eliminated. 

The Member: Well, I take it it appears plainly 
on the amended return as a modification of the de- 
duction already taken for depreciation ? 

Mr. Sherwood: Yes. 

The Member: So that it shows on the return as 
being something entirely unrelated to this issue? 

Mr. Sherwood: Yes, I belicve that is true, and 
that the Revenue Agent’s—the letter of the Revenue 
Agent, the 90-day letter upon which this petition 
was filed which incorporates it, shows all of the 
facts which will be necessary for us to have in evi- 
dence here in order for the Board 

The Member (Interposing): I don’t care about 
that. I am only talking about the amended returns 
that Mr. Mather spoke about that were filed on that 
stipulated date. 

Mr. Sherwood: Yes. 

The Member: All right. Your next witness? 

Mr. Sherwood: Mr. Howell. 


FRANKLIN D. HOWELL 


a witness called on behalf of petitioner, was duly 
sworn and testified as follows: 


Direct Examination 
Q. (By Mr. Sherwood) Your name, please? 
A. Franklin D. Howell, H-o-w-e-1-l. 
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Q. Where do you live, Mr. Howell? [69] 

A. Los Angeles, California. 

Mr. Sherwood: The next questions, vour Honor, 
will be directed toward qualifving Mr. Howell as an 
expert. 

®. (By Mr. Sherwood) What is your profes- 
sion, Mr. Howell? 

A. Iam a eivil and mining engineer, educated at 
the University of Pennsylvania. 

Q. Will you state what educational institutions 
you attended? 

A. The University of Pennsylvania. I have been 
in practice in the profession for pretty nearly 55 
years. 

Q. In connection with the practice of vour pro- 
fession, have you been engaged in any phase of the 
transportation industry ? 

A. I have been. Probably fifty per cent of that 
time has been in the transportation industry, either 
steam or electric railway, or motor bus operation. 

Q. Would you state more precisely what you did 
in connection with your employment in the trans- 
portation industry ? 

A. In the motor bus industry, or all? 

Q. All the transportation industry. 

A. Construction, operation, valuations, rate 
making. 

Q. Would you give the years and the place? 

A. Over 55 vears ago. That 1s a pretty big order. 

Q. Could you summarize them briefly, vour prin- 
cipal experiences ? 
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A. Well, I say over 50 per cent of it has been 
transporta- [70] tion, in the bus business, in the 
freight business, and the automobile business. I have 
been engaged in that since 1915 with some little rail- 
road work aside from that, but in 1915 I was ap- 
pointed chief engineer of the Board of Publie Utili- 
ties of Los Angeles and was there for four years. 

Then in connection with all utihties before the 
Railroad Commission got jurisdiction over the utih- 
ties in the city of Los Angeles, and before there was 
any regulation on the motor bus industry, which did 
not come in until 1917; on January 1, 1919 I re- 
signed as chief engineer of the publie utilities de- 
partment and went in with the then White Bus Line 
as general manager; remained as general manager 
and vice president until 1933 when the property was 
sold to the Pacific Electric Railway. 

Also in 1919 I was one of the organizers of the 
Motor Carriers Association of this state; was the 
first seeretary-manager, and later vice president, 
and for the last eight years up to 733 was its presi- 
dent. That association was organized to promote the 
business and regulate it and get it on a stable trans- 
portation basis. And I had a hand in all the regula- 
tory laws that were drawn, and assisted in their 
passage. 

Q. Have you had occasion to appear before state 
and federal regulatory bodies? 

A. Oh, yes, in rail cases, a number of them, and 
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in practically [71] all utility, gas and electrical, and 
in the motor bus industry as well. 

Q. What pubhe bodies have you appeared be- 
fore? 

A. The State of California; in one, two in- 
stances, before the Federal Courts, and before the 
Interstate Commerce Commission. 

Q@. The White Bus Line changed took another 
name ? 

A. It changed its name to the Motor Transit 
Company. 

Q. In your employment by the Motor Transit 
Company, what was the general nature of your 
duties there? 

A. Organization and management of the develop- 
ment of the plant, equipment. There we built all 
our own cars. In the early days of the business we 
were using passenger cars, touring cars, and over- 
hauling them, pitching them up to larger capacity. 
But we were the first company to go into building 
our own. 

@. While you were president of the Motor 
Transit Company did vou have occasion to develop 
new bus lines in addition to the lines that were in 
existence when vou first went with the company ? 

A. Motor Transit Company was built up from 
one short line, Los Angeles and Whittier, into a 
service throughout the Counties of Los Angeles, San 
Diego, San Bernardino and Riverside: all started 
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from one short line, and the additional lines were 
either developed direetly by the Motor Transit [72] 
Company, or purchased them. 

Q. In terms of mileage, how much of a develop- 
ment was that that you have described ? 

A. Qh, it was about 50 per cent. It went from 
about four cars up to some 250 cars equipment. It 
ran from a few miles up to—when we sold it—up 
to between five and five and a half million ear miles 
a year. 

@. Is there an accounting practice which is gen- 
erally recognized in the transportation industry and 
by the state-federal regulatory bodies concerning the 
proper allocation between ordinary expenses and 
eapital investments attendant upon the development 
of new transportation facilities ? 

Mr. Mather: May I ask if that is still directed 
toward qualification ? 

Mr. Sherwood: No. This is the first question, 
Mr. Mather, I wish to ask of this witness. 

The Member: That is what he is supposed to be 
an expert about. 

Mr. Mather: I object to that as irrelevant and 
immaterial. 

The Member: Sustained. 

Mr. Mather: I object to that as irrelevant and 
immatenial. 

The Member: Sustained. Do vou also imelude 
‘Gneompetent”’ in that? 


Comin’r of Internal Revenue 91 


(Testimony of Franklin D. Howell.) 

Mr. Mather: No, sir. [73] 

The Member: You don't? 

Mr. Mather: I don’t, no, sir. 

The Member: You have excluded ‘‘ineom- 
petent’’? 

Mr. Mather: Yes. 

The Member: All right. Go ahead. 

Q. (By Mr. Sherwood) In the practice of de- 
veloping bus lines, Mr. Howell, do newly started bus 
lines usually pay a profit upon the operation from 
the time of their inception ? 

Mr. Mather: That is objected to as irrelevant 
and immaterial. 

The Member: Sustained. 

Mr. Sherwood: May we have an exception, vour 
Honor? 

The Member: You have an exception to every 
adverse ruling. | 

Mr. Sherwood: Thank you, your Honor. 

Q. (By Mr. Sherwood) Mr. Howell, in the de- 
velopment of a bus service over a route not previ- 
ously served, are items such as wages for drivers, 
gasoline and oil which would normally be part of 
the operating expense of such an operation be class- 
ified as ‘‘development costs’? under any circum- 
stances? 

Mr. Mather: That is objected to as irrelevant 
and immaterial. 

The Member: Sustained. 
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(Testimony of Franklin D, Howell.) 

Mr. Sherwood: In order to save time, may I ask 
your [74] Honor if the objection is to the form of 
the question or just the general idea that I couldn't 
prove these things by an expert ? 

The Member: Just the general idea that the 
things you are attempting to prove are irrelevant 
and immaterial. 

Mr. Sherwood: Well, there is no use in taking 
your Honor’s time on this matter. 

LI would say that I might make a tender of proof, 
just for the record, that what I desire to show by 
Mr. Howell, he has redueed to written form and T 
ean state exactly what I would like to prove, that 
there is a general practice recognized by account- 
ants for transportation companies, public utilities, 
by pubhe utility accountants, and by the State Rail- 
road Commission and the Federal Interstate Com- 
merece Commission which recognizes the fact that 
early losses, both by the operation of facilities which 
are in advance of the needs of the community, are 
eapital investments to the extent, and only to the 
extent, that the cost of rendering the service ex- 
eeeds the revenue from that particular division. 

Th Member: That is what you are proffering 
now ? 

Mr. Sherwood: Yes, your Honor. 

The Member: All right. I will reject the proffer. 

Mr. Sherwood: No more questions of Mr. 
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Howell. Thank you, your TTonor. We have our ex- 
ceptions im the record ? 

The Member: Yes. [75] 

(Witness excused.) 


Mr. Sherwood: We have no further testimony. 

The Member: That is your case? 

Mr. Sherwood: That is our ease. 

The Member: Does the Government have any 
evidence ? 

Mr. Mather: No, your Honor. 

The Member: Your answer is ‘‘no’’? 

Mr. Mather: The answer is ‘‘no.’’ 

Mr. Lewis: Could we have 40 days, your Honor, 
to file briefs ? 

The Member: I don’t think vou need replv 
briefs, do you? 

Mr. Lewis: I don’t know, of course, what would 
come out in the brief, but from the general—— 

The Member (Interposing): Unless I am very 
much mistaken, vou haven’t got a Chinaiman’s 
ehanee. I shouldn’t think the Government would 
need to file a brief. It seems to me that it ts per- 
fectly clear that you can’t do what you are attempt- 
ing to do. I may be wrong about it, and you may be 
able to convince me in a brief that I am wrong, and 
you may have 40 days to file a brief, but I don’t see 
any necessity for additional time. 

Therefore, the case will be submitted upon your 
briefs 40 days hence. [76] 
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Mr. Sherwood: That is satisfactory. 
Hearing Concluded. 


[Endorsed]: U. 8. B. T. A. Filed Oct. 29, 1940. 
[77] 


[Title of Board and Cause. ] 
Docket No. 100436. Promulgated December 19, 1940. 


Excess of costs over receipts of the operation of a 
transportation line deducted on returns for earlier 
years of operation held not properly included in the 
basis of gain from disposal of the line in a later 
year. 

Clyde C. Sherwood, Esq., and John V. Lewis, 
Ksq., for the petitioner. 

T.. M. Mather, Esq., for the respondent. 

The Commissioner determined a deficiency of 
$25,289.85 in income tax and $9,609.39 in excess 
profits tax of petitioner for 1936, refusing to allow 
the operating losses of prior years to be included 
in the basis for determining profit realized from a 
sale. 


FINDINGS OF FACT. 


Petitioner, a California corporation with its prin- 
cipal office in Oakland, was organized in 1923. It. 
took over from four individuals, who became its 
only stockholders and who were four of its five 
directors, the operation of a bus transportation sys- 
tem between Oakland, Palo Alto, San Jose, and 
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Santa Cruz which the four individuals had been 
operating under a certificate of the California State 
Railroad Commission. 

The area between Oakland and Hayward con- 
tained orchard and tomato lands. For several years 
before 1931 a street car line had been operated be- 
tween those points. At that time petitioner had 
given intermediate bus service as part of its inter- 
eity service between Oakland and San Jose. Peti- 
tioner considered two alternative plans for provid- 
ing the area with transportation—one, a skeleton 
service which would merely take care of the exist- 
ing demand, and the other, a more frequent service 
at 20-minute intervals. Petitioner adopted the latter 
plan and in 1931 established a local service in addi- 
tion to the intercity service. The busses stopped to 
take on or discharge passengers at any corner. The 
area developed rapidly. [78] 

In 1933 petitioner filed with the State Railroad 
Commission an application for authority to extend 
the local bus service to the Castro Valley and San 
Lorenzo areas. Authority was granted, and in 1934 
the new service was instituted on a 20-minute fre- 
quency. This service was coordinated with the exist- 
ing local service, thereby giving 10-minute service 
to certain areas. 

In 1931-1935 the miles traveled, the passenger and 
express receipts, and the loss from operation of the 
new local service, computed by deducting from 
transportation revenues the transportation expenses, 
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self-insurance charges, and depreciation adjust- 
ments, were as follows: 


Miles Receipts Loss 
PO nee OSQIRT Hh 2191956.91. 4.15 6pm 
[oS 328,860 58,230.04 11,230.94 
Cn 342.513 68,355.05 516.47 
WW ote one 758,967  loweto22 301450 Km 
a a 839,046 108,550.72 52,885.41 
a a ee 2m $119,705.58 


In 1935 petitioner’s directors contemplated aban- 
doning the new local routes to another transporta- 
tion company, and on January 14, 1936, made such 
a contract, including the sale of 15 busses. The con- 
sideration was $180,000 plus $30,000 as reimburse- 
ment for petitioner’s local service operating deficit 
from April 1 to December 31, 1935, and a sum equal 
to petitioner’s local service operating deficit from 
January 1, 1936, to the date of actual abandonment 
of the local service. 

On its income tax returns for 1931-1934, petitioner 
deducted the losses from operation of the new 
routes. On May 21, 1986, amended returns were filed 
for these years, and on them and on the return for 
1935 these losses, aggregating $119,705.58, were 
treated as having been capitalized. 


OPINION 


Sternhagen: On its return for 1936 petitioner 
reported a capital gain of $92,334.14, by including 
in its basis the $119,705.58 aggregate losses from 
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the operation of the services from Oakland to Hay- 
ward, Castro Valley, and San Lorenzo. These 
amounts for each vear through 1934 had been used 
by petitioner as deductions in computing its tax- 
able income, either as operating expenses or losses. 
The Commissioner increased the gain from the tran- 
saction in 1936 by excluding the $119,705.58 from 
the basis, saving ‘‘there is no authority under the 
provisions of section 113 (bh), Revenue Act of 1936, 
to capitalize as the cost of the franchise the oper- 
ating losses of the years 1931 to 1935, inclusive.’’ 
Petitioner contends that the general excess of oper- 
[79] ating expenses over operating receipts from 
the new routes were capital expenditures not prop- 
erly deductible in the year of operation. 

The Commissioner’s determination is correct. So 
far as the evidence shows, the losses in question 
were entirely operating expenses and _ petitioner 
properly took deductions for them in the respective 
years of operation. The fact that the new operation 
resulted in greater expenses than receipts is not 
alone reason to capitalize them. Had there been ex- 
penditures which could be identified as not attrib- 
utable to current operation but directly and clearly 
to capital, there might be some ground for permit- 
ting or even requiring a taxpayer to omit them 
from current deductions and charging them to 
“capital account’? as contemplated by section 113 
(b) (1) (A). This has been held in respect of the 
cost of solicitation of new business and of free serv- 
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ice given to build good will. Houston Natural Gas 
Corporation v. Commissioner, 90 Fed. (2d) 814; ef. 
News Publishing Co. v. Blair, 29 Fed. (2d) 955; 
Suceessful Farming Publishing Co. v. Commission- 
er, 64 Fed. (2d) 890. But nothing in the evidence 
would have supported such treatment in the years 
of expenditure, and nothing supports such treat- 
ment in the later year when the business was dis- 
continued. The excessive cost of current operation 
would not be regarded as invested capital for the 
purpose of measuring excess profits under the 
earher statutes. 


Decision will be entered for the respondent. [80] 


United States Board of Tax Appeals 
Washington 


Docket No. 100436 


PEERLESS STAGES, INC., 
Petitioner, 
v. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


DECISION 


In accordance with the Board’s report, promul- 


gated December 19, 1940, it is 
Ordered and Decided that there are deficiencies 
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for 1936 of $25,289.85 in income tax and $9,609.39 
in excess profits tax. 
Enter: 
Entered Dec. 20, 1940. 
(s) J. M. STERNHAGEN, 
Member. [81] 


[Title of Board and Cause. ] 


PETITION FOR REVIEW BY THE UNITED 
STATES CIRCUIT COURT OF APPEALS 
mon THE NINTH CIRCUIT. 


To the Honorable, the Judges of the United States 

Cireuit Court of Appeals for the Ninth Circuit: 

Now comes the petitioner, Peerless Stages, Inc., 
and respectfully shows: 


Ju 


Jurisdiction 

The petitioner on review, hereinafter referred to 
as the taxpayer, is a California corporation. Said 
taxpayer filed a federal income-tax return for the 
calendar year 1936 with the Collector of Internal 
Revenue for the First District of California, located 
in the City of San Francisco, State of California, 
and within the judicial circuit of the United States 
Circuit Court of Appeals for the Ninth Circuit. 

The respondent on review is the duly appointed, 
[82] qualified, and acting Commissioner of Internal 
Revenue of the United States, hereinafter referred 
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to as the Commissioner, holding his office by virtue 
of the laws of the United States. 


II. 
Nature of Controversy 


The taxpayer is a California corporation organ- 
ized in 1923, which operated a bus transportation 
system between Oakland, Palo Alto, San Jose, and 
Santa Cruz under a certificate of the California 
State Railroad Commission. 

The area between Oakland and Hayward con- 
tained much undeveloped acreage. In 1931 the di- 
rectors of taxpayer considered providing the area 
with transportation, realizing that inasmuch as the 
taxpayer performed no service locally within the 
City of Oakland, it was dependent upon such terri- 
tory if it wished to develop its operative right. A 
survey was made upon which it was found that 
there was available in this area an abundance of 
homesites, ideal from the point of view of climatic 
conditions and price; and it was also found that 
unless frequent, economical transportation service 
was provided for commuters, shoppers, students, 
and those attending business, the settlement of such 
area would be greatly retarded. 

The directors of taxpayer considered two alter- 
native plans for providing the area with transpor- 
tation: one, a skeleton service which would merely 
take care of the existing demand; and the other, a 
more frequent service at [83] twenty-minute inter- 
vals. The latter plan was adopted in 1931, the di- 
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rectors of the taxpayer believing that such service 
would develop the territory, which in turn would 
develop an operative right of great value. Patronage 
gradually increased during the years 1931, 1932, and 
1933, at which time the receipts of the operation 
had been brought to a point that almost equaled 
the annual expense of the operation, and the devel- 
opment phase of that operative right was about 
completed. 

In 1933, however, taxpayer filed an application 
with the California State Railroad Commission for 
authority to extend the local bus transportation 
service to the Castro Valley and San Lorenzo areas, 
which areas, as in the former case, were sparsely 
settled because of the lack of suitable transportation 
facilities. 

In 1934, upon authority being granted, the new 
service was instituted on a twenty-minute frequen- 
ey. This service was coordinated with the existing 
local service, thereby giving ten-minute service to 
certain areas. The cost of this extra frequency of 
service over and above immediate needs was not in- 
eurred for immediate benefit, but was a definite cost 
incurred for the benefit of future years. 

In 1931-1935 the miles traveled, the passenger and 
express receipts, and the loss from operation of the 
new local service, computed by deducting from the 
transportation revenues the transportation expenses, 
self-insurance charges, and depreciation adjust- 
ments, were as follows: [84] 
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Miles Receipts Lows 
a ——— 282,127 $ 48,356.91 $ 15,613.54 
CS 328,860 58,230.04 11,230.94 
Fe ct te ee LI 2031855.05 516.47 
1984 oo ccce nnnsssstine 753,967 101,640.22 39,459.22 


ee ee 839,046 108,550.72 02,889.41 


ae eee 2 aaa $119,705.58 


Railway Equipment and Realty Company, Ltd., 
apphed for and reeeived a permit to operate trans- 
portation facilities over the saine territory. On Jan- 
uary 14, 1936 the taxpayer sold out its local routes 
to its competitors. Certain equipment was sold for 
a specifie price, and in addition the Railway Equip- 
ment and Realty Company, Ltd., agreed to pay the 
taxpayer to abandon its local routes to it. The con- 
sideration was $180,000 plus $30,000 as reimburse- 
ment for taxpayer’s local service operating deficit 
from April 1 to December 31, 1935, and a sum equal 
to taxpayer’s local service operating deficit from 
January 1, 1986 to the date of actual abandonment 
of the service. 

Under the aforesaid contract the taxpayer re- 
ported as taxable incoine in its corporation and 
excess-profits tax return for the calendar year 1936 
a eapital gain of $92,334.74, which amount repre- 
sented the profit made on the abandonment of the 
operative rights. In its accounting records for the 
calendar year 1935 the taxpayer capitalized the 
sum of $119,705.58, representing the cost of develop- 
ment of the operative rights. Amended income-tax 
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returns for the calendar years 1931 and [85] 1982, 
and amended income and excess-profits tax returns 
for the calendar year 1934 were filed with the Col- 
lector of Internal Revenue, San Francisco, Cali- 
forma, on May 18, 1936. On them and on the in- 
come-tax return for 1935, these losses were treated 
as having been capitalized. The return for 1935 was 
accepted as correct after a field examination and 
audit by the Internal Revenue Agent in Charge, 
San Francisco. 

The United States Board of Tax Appeals ap- 
proved the Commissioner’s redetermination of ex- 
eluding the $119,705.58 from the basis, and thereby 
increasing the gain from the transaction in 1936, on 
the thesis that there was no authority under the 
provisions of section 113(b), Revenue Act of 1936, 
to capitalize as the cost of the franchise the oper- 
ating losses of the years 1931 to 1935, inclusive. The 
contention of the taxpayer is that this determination 
is in error and that the annual deficit of operation 
of the new bus lines as capitalized represented the 
cost of development of the operative rights and 
should not be treated as expenses deductible solely 
in the year of operation. 


Lie 
ASSIGNMENT OF ERRORS 


The taxpayer avers that in the record and pro- 
ceedings before the United States Board of Tax 
Appeals and in the opinion and final decision ren- 
dered and entered by the United States Board of 
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Tax Appeals, manifest errer occurred and [86] in- 
tervened to the prejudice of the taxpayer, which 
now assigns the following errors and each of them, 
which it avers oeeurred m said record, proceed- 
ings, oplmon and final decision so rendered by the 
United States Board of Tax Appeals: 

1. In determining the taxable net income of the 
taxpayer for the calendar year 1936 the Board of 
Tax Appeals erroneously affirmed the action of the 
Commissioner in increasing the income $119,705.58. 

2. Error was committed by the Board of Tax 
Appeals in failing to allow the taxpayer a cost 
basis of $119,705.58 for the developed operative 
tights, which rights the taxpayer agreed to aban- 
don to the Railway Equipment and Realty Com- 
pany, Ltd., under its contract with that company. 

3. Error was committed in the determination 
that under the Revenue Act of 1936, the taxpayer 
had no authority to capitalize the cost of develop- 
ment of the operative rights. 

4. Error was committed in holding that the ex- 
penditures were attributable to current operation 
and not to capital when such expenditures were 
made directly and in contemplation of creating a 
valuable and developed operative right. 

5). Error was made in rejecting the proffer of 
evidence to show that there is a general practice 
recognized by accountants for transportation com- 
panies and public utilities, by the California State 
Railroad Commission and by the United States In- 
terstate Commerce Commission, which establishes 
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that early losses, caused by the operation of faeili- 
ties [87] which ave in advance of the needs of the 
community and to build the community, are capital 
expenditures to the extent that the cost of render- 
ing the service exceeds the revenue. 

Wherefore, taxpayer respectfully petitions that the 
decision of the United States Board of Tax Appeals 
be reviewed by the United States Cireuit Court of 
Appeals for the Ninth Circuit, that a transcript of 
the record be prepared in accordance with the law 
and with the rules of said Court and transmitted 
to the Clerk of said Court for filing, and that ap- 
propriate action be taken to end the errors com- 
plained of by review of said Court. 

CLYDE C. SHERWOOD, 
JOHN V. LEWIS, 

Attorneys for Petitioner, 

333 Montgomery Street, 

San Francisco, California. [88] 


State of California, 
City and County of San Francisco—ss. 


Clyde C. Sherwood, being duly sworn, says: I am 
one of the attorneys for the petitioner in this pro- 
ceeding; I prepared the foregoing petition and am 
familar with the contents thereof. The allegations 
of fact contained therein are true to the best of my 
knowledge, information, and belief. This petition is 
not filed for the purpose of delay, and I believe the 
petitioner is justly entitled to the relief sought. 

CLYDE C. SHERWOOD 
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Subscribed and sworn to before me this 6th day 
of March, 1941. 
[Notarial Seal] LOUIS WIENER, 
Notary Public in and for the City and County of 
San Francisco, State of California. 


[Endorsed]: U. S. B. T. A. Filed March 11, 1941. 
[89] 


[Title of Board and Cause. ] 


NOTICE OF FILING PETITION 
FOR REVIEW 


To: Comnnussioner of Internal Revenue, 
Internal Revenue Building, 
Washington, D. C. 

J. P. Wenchel, Attorney for Respondent, 
Chief Counsel, Bureau of Internal Revenue, 
Internal Revenue Building, Washington, 
DAE 


You Are Hereby Notified that on the 11th day 
of March, 1941, a petition for review by the United 
States Cireuit Court of Appeals for the Ninth 
Circuit of the decision of the United States Board 
of Tax Appeals heretofore rendered in the above- 
entitled cause, was filed with the Clerk of the 
Board. A copy of the petition as filed is attached 
hereto and served upon you. 
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Dated: March 6th, 1941. 
GLYDE C. SHERWOOD, 
JOHN V. LEWIS, 
Attorneys for Petitioner, 
333 Montgomery Street, 
San Francisco, California. [90] 
Service of the foregoing notice of filing and of a 
eopy of the petition for review is hereby acknowl- 
edged this 11th day of March, 1941. 
J. P. WENCHEL, 
Chief Counsel, Bureau of In- 
ternal Revenue, 
Attorney for Respondent. 


[Endorsed]: U.S. B. T. A. Filed July 16, 1941. 
[91] 


[Title of Board and Cause. ] 


STIPULATION THAT EXHIBITS SHALL BE 
INCLUDED IN RECORD ON APPEAL. 


It Is Hereby Stipulated by and between Peerless 
Stages, Inc., petitioner, by and through its attorneys 
Clyde C. Sherwood and John V. Lewis; and the 
Commissioner of Internal Revenue, respondent, by 
and through his attorney J. P. Wenchel, that the 
Clerk of the United States Board of Tax Appeals 
shall include in the record on appeal with the tran- 
seript of the evidence prepared by the stenographie 
reporter, the exhibits which were admitted in evi- 
dence in the above-entitled matter. 
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Dated: July 22nd, 1941. 


CLYDE C. SHERWOOD, 

JOHN V. LEWIS, 
Attorneys for Petitioner, 
333 Montgomery St., 
San Francisco. 


J.P. WENCHEL, 
Attorney for Respondent. 


[Endorsed]: U. 8. B. T. A. Filed July 26, 1941. 


[92] 


ee 


[Title of Board and Cause.] © 
DESIGNATION OF THE PORTIONS OF THE 


DO: 


To: 


RECORD, PROCEEDINGS, AND EVI- 
DENCE TO BE CONTAINED IN THE 
RECORD ON APPEAL. 

The Clerk of the United States Board of Tax 
Appeals, Internal Revenue Building, Wash- 
ington, D. C.; 

The Commissioner of Internal Revenue and to 
J. P. Wenchel, Attorney for Respondent, Chief 
Counsel, Bureau of Internal Revenue, Internal 
Revenue Building, Washington, D. C. 


You and Each of You Are Hereby Notified that 


the 


petitioner above named hereby designates the 


portions of the record, proceedings, and evidence to 
be contained in the record on appeal as follows, 
to-wit: | 


iF 


The docket entries. 
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2. The petition to the Board of Tax Appeals. 

3. The answer of the Commissioner. 

4. The entire transeript of the evidence pre- 
pared by the stenographic reporter. [107] 

5. The findings of fact, opiion, and decision of 
the Board of Tax Appeals. 

6. The petition for review by the United States 
Circuit Court of Appeals for the Ninth Cireuit and 
the assignment of errors therein contained, 

7. Notice of filing petition for review and assign- 
ment of error. 

8. This notice designating the portions of the 
record, proceedings, and evidence to be contained 
in the record on review. 


Dated at San Francisco, California, July 11th, 
1941. 
CLYDE C. SHERWOOD, 
JOHN V. LEWIS, 
Attorneys for Petitioner, 
333 Montgomery St., 
San Francisco, California. 
Service of the foregoing Designation of the Por- 
tions of the Reeord, Proceedings, and Evidence to 
be Contained in the Record on Appeal, is hereby 
acknowledged this 17th day of July, 1941. 
J.P. WENCHEL, 
Chief Counsel, Bureau of In- 
ternal Revenue, 
Attorney for Respondent. 


[Endorsed]: U.S. B. T. A. Filed July 17, 1941. 
[108] 
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[Title of Board and Cause. ] 
CERTIFICATE 

I, B. D. Gamble, clerk of the U. 8. Board of Tax 
Appeals, do hereby certify that the foregoing pages, 
1 to 108, inelusive, contain and are a true copy of 
the transeript of record, papers, and proceedings 
on file and of reeord in my office as called for by 
the Praecipe in the appeal (or appeals) as above 
numbered and entitled. 

In testimony whereof, J hereunto set my hand 
and affix the seal of the United States Board of Tax 
Appeals, at Washington, in the District of Colum- 
bia, this 2nd dav of August, 1941. 

[Seal] B. D. GAMBLE, 

Clerk, United States Board of Tax Appeals. 


[Endorsed]: No. 9891. Uiited States Circuit 
Court of Appeals for the Ninth Cirenit. Peerless 
Stages, Inc., a corporation, Petitioner, vs. Commis- 
sioner of Internal Revenue, Respondent. Transeript 
of the Record. Upon Petition to Review a Decision 
of the United States Board of Tax Appeals. 


Filed August 9, 1941. 
PAUL P. O’ BRAD 
Clerk of the United States Cireuit Court of Appeals 
for the Ninth Circuit. 
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United States Circuit Court of Appeals 
For the Ninth Cireuit 
No. 9891 
PEERLESS STAGES, INC., 
Appellant, 
Vv. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


STATEMENT OF FACTS UPON WHICH AP- 
PELLANT INTENDS TO RELY AND 
DESIGNATION OF RECORD TO BE 
PRINTED. 


To the Clerk of the United States Cireuit Court of 
Appeals for the Ninth Circuit; and 


To Samuel O. Clark, Jr., Assistant United States 
Attorney General; and J. P. Wenchel, Esq., 
Chief Counsel, Bureau of Internal Revenue: 


You and Each of You Are Hereby Notified that 
appellant hereby adopts as its statement of points 
upon which appellant intends to rely on appeal, the 
assignment of errors contained in appellant’s peti- 
tion for review by the United States Cireuit Court 
of Appeals for the Ninth Circuit. Appellant hereby 
designates for printing the entire transcript of pro- 
ceedings before the United States Board of Tax 
Appeals. 
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Dated: August 11th, 1941. 
CLYDE C. SHERWOOD, 
JOHN V. LEWIS, 
Attorneys for Appellant, 
333 Montgomery Street, 
San Francisco, California. 


AFFIDAVIT OF SERVICE BY MAIL 
[C. CG. P. 10134] 


State of California, 
City and County of San Francisco—ss. 


Margaret Moore, being sworn, says that she is a 
citizen of the United States, over 18 years of age, 
a resident of Alameda County, and not a party to 
the within action. 

That affiant’s residence (business) address is 5631 
Florence Avenue, Oakland, California. 

That affiant served copies of the attached state- 
ment of facts upon which appellant intends to rely 
and designation of record to be printed by placing 
said copies in an envelope addressed to Samuel O. 
Clark, Jr., Assistant United States Attorney Gen- 
eral, at his office (residence) address, Justice Build- 
ing, Washington, D. C.; and in an envelope ad- 
dressed to J. P. Wenchel, Esq., Chief Counsel, 
Bureau of Internal Revenue, at his office address, 
Internal Revenue Building, Washington, D. C., 
which envelopes were then sealed and postage fully 
prepaid thereon, and thereafter were on August 11, 
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1941 deposited in the United States mail at San 
Francisco, California. 

That there is delivery service by United States 
mail at the place so addressed, or regular communi- 
eation by United States mail between the place of 
mailing and the place so addressed. 


MARGARET MOORE 


Subseribed and sworn to before me on August 
Lith, 1941. 
[Seal] LOUIS WIENER, 
Notary Public in and for said County 
and state. 


[Endorsed]: Filed Aug. 12, 1941. Paul P. 
O’Brien, Clerk. 


